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Mayhem in Global Financial Markets 


“Every banker knows that if he has to prove he is worthy of credit ... his credit 
is gone”, said Walter Bagehot, noted monetary economist of yesteryears. The 
happenings at Bear Stearns—denying the loss of faith of traders or facing liquid- 
ity crisis on one day and looking at Fed and others for a bailout the next day—just 
proves how accurate he is in his understanding of the markets and their psychol- 
ogy. The failure of Bear Stearns has alarmed bankers and brokers so much that 
today they are hesitant to trade with the neighboring bank, fearing that it might 
not have enough liquidity to meet the obligations. 

That aside, what is of utmost concern for us here is the sale of Bear Stearns 


—Wall Street’s iggest securities house—to JP Morgan for just a paltry 
sum of $240 mn, y Puci is dubbed by some market analysts as the Fed-mediated 
liquidation sale.It. l £ arted with the US subprime mortgage defaults in the 


last August tha. ime: iately troubled hedge funds followed by the resultant 
ripples at European banks, which now appears all set to further worsen the 
credit squeeze and spread the contagion far and wide, leading to more financial 
failures. The crisis 1a 50 deepened today that the Central Banks of even devel- 
oped countries have given a go-by to the principle of ‘moral hazard’ as is wit- 
nessed in the bailing out of Northern Rock by the Bank of England and now Bear 
Stearns by the Fed—all in the anxiety of averting the immediate threat to the 
stability of financial markets. 

The collapse of the Bear Stearns has not only stunned the Wall Street pundits, 
but also set the global equity markets on fire. The global benchmark indexes 
have lost heavily: S&P investment bank index lost 8.5%, India’s Sensex 6.0%, 
Hong Kong’s Hang Seng 5.2%, Japan’s Nikkei 3.7%, Shanghai's Composite 3.6%, 
and Sydney’s S&P/ASX 2.3%. This fall hastened the process of interest rate cut by 
the Fed by three-quarters of a percentage point, bringing the cumulative cut to two 
percentage points in less than two months—the fastest pace of easing in the 
recent history. 

Back home, during the last 68 days, Sensex slid from a peak of 21,207 as on 
January 10, 2008 to 14,809 by Monday, March 17, 2008. The sensex tanked 687 
points on January 18, 2008; 1,408 points on January 21; 875 points on January 
22; 833 on February 11; 900 points on March 3; 770 points on March 13; and 951 
points on March 17. All this mayhem is more out of what is happening elsewhere. 
The integration of our capital markets with global financial markets is so strong 
today that even when there is nothing wrong with our growth story, we are des- 
tined to suffer the meltdown. 

Now, if we make an attempt to trace the principal driver behind the current 
financial tribulations, we will end up looking at the massive growth of financial 
markets, coupled with an assortment of extraordinarily complicated credit instru- 
ments. Today’s financial institutions have grown tremendously. They have þe- 
come global enterprises, importantly, with conflicting interests—simultaneously 
acting as proprietary investors of massive assets and deal makers and consult- 
ants for customers. They claim to have become ‘too big to fail’ and, in the process, 
started generating liquidity through means hitherto unheard of: liquidity through 
securitization—conversion of non-marketable assets into marketable assets— 
aided by seamless interconnectivity of global markets afforded by the information 
technology. These developments have catapulted risk modeling to the fore and 
made financial institutions to aggressively seek near-term profits, as witnessed 
in the US subprime mortgages. 

Now, this phenomenon raises the most important question: How to enforce the 
discipline? It is a question for which Central Banks have to invent an answer that 
strikes a right balance between market discipline and regulation. 


GRK Murty 
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Due to crisis in global markets and unprecedented write downs, it is difficult 

to take a short-term call on markets, but in the long-term, we remain posi- 

tive. There is no significant change in the fundamental economic situation in 
India, we continue to see sustainable strong GDP growth. 

-Jayesh Gandhi 

Investment Management Vice-President and 

Lead Portfolio Manager, Morgan Stanley 


When the inflation rate is rising, it is always difficult to bring down the 

interest rate. Inflation taken by itself is not a favorable factor towards doing 
that (cutting rates). 

-C Rangarajan 

Chairman, Prime Minister’s Economic Advisory Council 


When crisis (has) moved from the subprime mortgage market to the housing 

market, and now the housing market to the credit market, there is impact 

upon [ndia. There is impact in terms of credit flows and financial flows. But 

at the moment, I believe that impact is second-order impact and a moderate 
impact. 

- P Chidambaram 

Union Finance Minister, India 


The estimated population in India of people between 15 and 30 years is 400 

million, almost six times the whole of the UK population; and these numbers 
promise to be a lot of fun. 

-Sir Richard Branson 

Chirman and Founder, Virgin Group 


Even while there is an argument that valuations in the Indian markets are at 
an attractive level, I believe one should wait for some stability in the US. 

- Adrian Mowat 

MD and Equity Strategist, Chief Asian and Emerging Markets, JP Morgan 


Physical road connectivity between urban consumption markets to farm- 

lands, storage infrastructure and setting up processing facilities for our farm 

products are major issues and need immediate attention of policymakers to 
accelerate agricultural growth. 

- Suresh Prabhu 

Former Power Minister and MP 


Unfortunately, the US immigration system makes attracting and retaining 

high-skilled immigrants exceptionally challenging for US firms. The Con- 

gress’ failure to pass high-skilled immigration reform has exacerbated an 
already grave situation. 

- Bill Gates 

Chairman, M icrosoft 
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India Tops the List 


According to the World 
Bank’s Migration and 
Remittances Fact Book 
2008, India emerged as the 
top receiver of migrant 
remittances from abroad in 
2007, followed by China and 
Mexico. An estimated 5.7 
million Indian workers 
abroad sent home $27 bn in 
2007 to make India the top 
receiver of remittances, 
while the US was the main 
remittance source. Apart 
from India, the other 
countries that have featured 
in the top five recipients of 
migrant remittances in 
2007 were China ($25.7 bn), 
Mexico ($25 bn), the 
Philippines ($17 bn) and 
France ($12.5 bn). Of the 
$318 bn remittance flows 
that were recorded world- 
wide in 2007, $240 bn was 
directed to emerging 
countries. These flows do not 
include informal channels, 


NetJets Europe—a unit of 
billionaire investor Warren 
Buffett’s Berkshire Hathaway 
Inc. is entering India to tap 
high-end flyers here. It is the 
only pan-European operator 
with its own fleet. NetJets 
Transportes Aereos (NTA) 
is the only dedicated busi- 
ness jet operator to be 
awarded the IOSA certifi- 
cate—the highest safety ac- 
creditation in the world. 
NetJets forayed into Indian 
_ market through their strate- 
gic partnership with 
Shreyans, the leader in 
luxury distribution in cars, 
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which would significantly 
enlarge the volume of 
remittances if they were 
recorded. “In many develop- 
ing countries, remittances 
provide a lifeline for the 
poor,” said Dilip Ratha, a 
Senior Economist, and 
author of the fact book with 
Zhimei Xu. “They are often 
an essential source of foreign 
exchange and a stabilizing 
force for the economy in 
turbulent times.” 


The Burden of 
Soaring Crude 


Crude oil prices, which have 
already breached a level of 
$110 per barrel, are up by 
nearly 10% since December 
end. The rise has not begun 
to upset monthly budget, 
thanks largely to govern- 
ment subsidies. However, 
this state of bliss may not 
last for too long. The burden 
is most visible in the case of 
Aviation Turbine Fuel 


Enter India 


yachts, super bikes, etc., for 
top brands like Porsche, 
Audi, Ducati, Van Cleef & 
Arpels, Fendi, Dolce & 
Gabbana, and Etro. Strong 
economic growth and grow- 
ing demand for private jet 
travel in India, coupled with 
a 400% increase in the num- 
ber of NetJets Europe busi- 
ness jet flights to and from 
India in the past four years, 
has led the company to di- 
rect its focus on long-term 
strategy in the country. It 
has a fleet of 751 aircraft, in- 
cluding Hawker 400XP, Gulf 
Stream and Boeing Busi- 


O N A L 


(ATF), the prices of which 
are up by 27-39% year-on- 
year for March 20. This will 
impact air travel, power 
and polymers directly. Also, 
corporate earnings have 
slowed down; companies 
will be unable to absorb 
further increases in crude 
oil prices. Most manufac- 
turers are expected to take 
a price hike, and some have 
done so in last few months. 
Retail prices of petrol and 
diesel are unlikely to go up. 
The government may 
compensate oil-marketing 
companies by issuing more 
oil bonds and this will 
increase future subsidy 
burden. The rupee has 
depreciated by 2.4% during 
the month ending March 18; 
a weaker rupee adds fuel to 
the inflationary pressure in 
the domestic economy. The 
net import bill may become 
more heavy and the import 
bill as percentage of GDP 
will increase, resulting in 





ness jets. NetJets has al- 
ready 20 Indian customers, 
18 are HNI and other two are 
companies. 





further weakening of the 
rupee. In short, rising oil 
prices weigh heavily on 
Indian economy. The dema 
growth is showing signs of 
moderation, especially in 
interest rate sensitive 
sectors such as constructio] 
consumer durables and 
automobiles. In order to 
stimulate growth, interest 
rate cut is expected. 


New Fund Offering: 
(NFOs) 


At present, in India, not 
only IPOs are trading below 
their offer price, but also 
NFOs (New Fund Offerings 
saw a slide in their NAVs 
(Net Asset Values). The 
NFOs, which were launched 
in 2007, have fallen below 
the margin and it is offered 
at Rs 10, which is consid- 
ered a psychological barrier. 
71% of the 28 equity NFOs 
launched last year are now 
offered in the price range of 
Rs 6.8 to Rs 9.8 per unit. 
This down trend has been 
observed in almost every 
type of NFO, regardless of 
type or size, i.e., mid-cap, 
small-cap, infrastructure, 
large-cap and global all 
have seen sharp attrition in 
their NAVs. However, these 
funds had forcefully been 
marketed by the fund 
houses and sold on the 
basis of various themes 
which were favored by the 
markets. The fund manag- 
ers of these funds, explain- 
ing the fall in the price of 
NFOs, said that only the 
mathematical models used 
for stock selection have 
underperformed.s 
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INTERNATIONAL 


Fed Cuts Interest Rate Again 


After approving a cut in its 
emergency-lending rate to 
financial institutions to 
3.25% from 3.50%, the US 
Federal Reserve announced 
its largest cut in the short- 
term interest rates in 15 
years, lowered its federal 
funds rate by 75 basis points 
to 2.25%, and is planning fur- 
ther rate cuts in the coming 
months, if needed. This is 
the Fed’s sixth cut in six 
months since September 
2007 when it announced its 
first raze cut under the chair- 
manship of Ben Bernanke— 
from 5.25% to 4.75% im an 
attempt to decrease borrow- 
ing costs. The latest cut is 


Capital Restraints 
Respite 


The US regulator is set to 
reduce the burden of capital 
requirements imposed on 
Fannie Mae and Freddie 
Mac, the largest mortgage 
companies in the world. This 
is aimed at helping them 
expand their combined $1.5 
trillion in investments and 
revive the market for home 
loan securities. These two 
mortgage companies are 
required by the Office of 
Federal Housing Enterprise 
Oversight (OFHEO) to 
maintain an additional 30% 
capital cushion to cover 
against losses on the 
mortgages they own and 
guarantee. Together, these 
two mortgage players own or 
guarantee more than 40% of 
the $11.5 tn outstanding 
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seen as a part of the sequence 
of measures taken by the US 
central bank in its endeavor 
to steady the highly unstable 
financial markets. 
Nevertheless, respond- 
ing to the interest rate cut by 
the Fed, global markets 
surged back. Despite doubts 


residential-mortgage debt in 
the US. Now given the torrid 
times in the US housing 
market, the proposed relaxa- 
tion in capital requirements, 
can be a boon to Fannie Mae 
and Freddie Mac. 


Air France to Buy 
Alitalia 

Italian carrier Alitalia, which 
is almost on the verge of 
bankruptcy due to broken 
cash reserves, has agreed to 
be bought by Air France 
KLM, the world’s biggest air- 
line by revenues. It has 
agreed to be sold off to the 
highest revenue recorder Air 
France KLM for 135 mn eu- 
ros (US$215 mn) which guar- 
anteed to buy back its bonds. 
Alitalia has announced the 
sale of only part of its ground 
unit AZ Servizi to Air France 


that cutting less than a full 
percentage point would 
cause a serious criticism, 
economists have said that 
they have been reassured 
by the apparently optimis- 
tic market reaction. The 
Fed’s rate is now at its low- 
est since late 2004. 





KLM. As of January 2008, 
Alitalia holds 1.28 bn euros 
of net debt and only 282 mn 
euros of cash and short-term 
financial credits. 

The French Airline has 
agreed to pay one share for ev- 
ery 160 shares of Alitalia val- 
ued at the rate of 0.10 euros a 
share. According to the deal, 
Air France KLM would also 
pay 608 mn euros for the con- 
vertible bonds at the rate of 
0.31 euros and 1 bn euros for 
commercial revamp to share- 
holders. The price paid to 
Alitalia is equal to two days 
of revenues of Air France 
KLM. With the buyout, 
Alitalia would get an oppor- 
tunity to build up its position 
in the state and restart its 
operations. On the other 
hand, selling off only a part of 
its unit has brought several 
union problems. 


BNP Won't Bid for 


SocGen 


France’s biggest listed bank, 
BNP Paribas, has decided 
not to pursue a possible tie- 
up with rival Société 
Générale, which has been 
seen as a bid target after 
suffering a trading scandal. 
BNP Paribas came to this 
decision because it could 
not reach a friendly deal 
with SocGen and would not 
make a hostile bid. The 
announcement means BNP 
Paribas is prevented from 
bidding for SocGen for six 
months. In January, BNP 
said it was looking at 
SocGen. SocGen became 
vulnerable to a bid after 
announcing a loss of 4.9 bn 
euros, which it said were 
caused by rogue deals 
carried out by one of its 
traders. 

BNP said that the 
conditions were not right for 
a deal to take place. 
Michael Sellam, Fund 
Manager, Iris Finance said 
some had expected that 
BNP might eventually drop 
its SocGen plans. “It’s 
obviously bad news for 
SocGen shareholders. 
Nevertheless, it was 
expected and we had 
anticipated it since BNP 
would not have taken that 
much time if it had really 
wanted to make a bid.” In 
1999, BNP Paribas 
narrowly failed to buy 
SocGen. This was partly 
due to opposition from the 
bank’s top management; 
BNP had decided it could 
not obtain a friendly deal.» 
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E PERSPECTIVE 


Economic Slowdown 


Can China Save the Global Economy? 


China has what it takes to reduce the severity of a global slowdown resulting from the US subprime crisis. 


— Sunil Puliyakot 


Asst. Professor Amrita School of Business, Coimbatore 


earing an impending recession, 
the US Central Bank and the 
Senate have introduced a lot of 
fiscal and monetary stimuli of late to 
revive the consumer demand. Assum- 
ing that these stimuli work for the pur- 
pose they are intended, it will have the 
immediate consequence of increasing 
the domestic demand, which will re- 
sult in increasing either the domestic 
production or current account deficit or 
both. As long as the US wage rates are 
maintained at the same levels, the 
comparative cost advantages of the 
Asian economies wil] remain, and 
China will continue to be the largest 
supplier to the US, maintaining the 
present US current account position 
vis-a-vis China intact. 
Simultaneously, due to increasing 
imports from China, dollar will be un- 
der constant pressure to depreciate 
against yuan. This will not be in the 
interests of China because China’s ex- 


port competitiveness vis-a-vis US will 
be blunted. So China will try every- 
thing possible to maintain the dollar 
parity of yuan. 

Such a move, however, will involve 
the Chinese Central Bank absorbing 
the complete dollar Supply in the Chi- 
nese domestic market by continuous 
market intervention. This poses the 
Chinese Central Bank a two-pronged 
problem. One, the excess supply of 
yuan, released into the Chinese do- 
mestic market consequent to the pur- 
chase of dollars by the Chinese Centra] 
Bank can stoke domestic inflation. 
Two, large quantities of dollar re- 
serves, which the central bank ac- 
quired as a result of market interven- 
tion, need to be gainfully deployed ei- 
ther in the domestic market or in the 
international markets. 

First, let us tackle the domestic in- 
flation problem. This can be done 


through the process of Sterilization, 
which involves absorbing the excess li- 
quidity resulting from the purchase of 
dollars by means of issue of bonds. 
Commercial banks wil] purchase these 
bonds as long as they get a spread 
above their cost of funds, reducing the 
funds available with them for on-lend- 
ing, and thus reducing the overall li- 
quidity in the System and conse- 
quently the rate of inflation. 

As regards investing the dollar re- 
serves, it can be invested either in the 
domestic markets or in foreign mar- 
kets. Investing such dollar reserves in 
the domestic market is equivalent to 
import; large quantities of such invest- 
ments will result in an appreciation of 4 
yuan, which is not in the interest of ex- 
port competitiveness. The other option 
available to the central bank is to de- 
ploy them abroad, for which US is the 
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most preferred destination for appar- 
ent reasons. 

Considering the fact that these dol- 
lar reserves are acquired through the 
process of sterilization, they have a 
cost in the form of the interests paid on 
the sterilization bonds. So, for the cen- 
tral bank, their gainful deployment 
will mean a positive spread on the dol- 
lar funds deployed abroad over and 


* Adjusted for inflation using GDP Deflator 


above the cost incurred on the steril- 
ization bonds issued domestically. 
Till now, the situation was favor- 
able to China due to two reasons. One, 
US interest rates were relatively high 
till the onslaught of the subprime cri- 
sis. Two, China’s domestic savings 
rates were artificially kept low through 
administered rates, because of which 
Chinese commercial banks were able 
to subscribe to the sterilization bonds 





Economic Slowdown 


with relatively lower yields, thus al- 
lowing the Chinese Central Bank to 
make a profit in the entire process of 
exchange rate management (The 
Economist, January 10, 2008). But now 
with the US interest rates coming 
down in the wake of the subprime cri- 
sis, this spread may come down or even 
vanish for the Chinese Central Bank. If 
so, some of possible options available 
to Chinese Central Bank are: 

a Lower domestic saving rate, so that 
they can pay a lower sterilization 
rate; 

Deploying dollar resources locally; 

Letting the yuan float, slowly but 

steadily; 

a Taking a negative spread, which 
will become an implicit interest 
rate subsidy to the domestic banks 
in China. 

The first three options will spur the 
domestic demand and the fourth one is 
not a sustainable option for long. The 
current inflation scenario makes the 
first option difficult; the second one 
has its own attendant risks for a coun- 
try with high investment flows. The 
third one will result in a slow but 
steady appreciation of yuan against 
the green back which will force the Chi- 
nese economy to reduce their depen- 
dence on US along with reducing the 
domestic inflation which rose 6.9% in 
last November. Since 2005, the yuan 
has appreciated by a total of 14%, and 
October-December 2007 saw an appre- 
ciation of 13% on an annualized basis 
(The Economist, January 10, 2008). 
Hence, as of now, the only Chinese 
strategy to spur domestic consumption 
seems to be rooted on letting yuan ap- 
preciate and thereby reducing the do- 
mestic prices. 

Hence, the Chinese domestic de- 
mand is set to increase though slowly, 
which will reduce the severity of a glo- 
bal slowdown in the wake of the 
subprime crisis. Even if it does not lend 
itself to a steady trend, the data avail- 
able till 2006 (see chart) do not show a 
vastly deviant picture, though far from 
reassuring.» 
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Advance Pricing Arrangement 


The Time Is Ripe 





The rise in the number of cross-border inter-company transactions have 
forced governments world over to focus more on transfer pricing and the 
resultant disputes. Many governments regard advance pricing arrangement 
as a solution to the actual and potential transfer pricing problems. 


During the period April-December 
2007-08, foreign direct investment 
amounted to US$12.7 billion and for- 
eign institutional investment to US$18 
billion. Our policy is to encourage all 
sources of investment, domestic and for- 
eign, private and public. 

- Union Budget 2008-09 


n no other country is the presenta- 

tion of annual budget by the gov- 

ernment such a major spectacle as 
it is in India. The build-up and hoopla 
begin weeks before the Union Finance 
Minister rises to present the annual 
budget for the new financial year in the 
Lok Sabha. The nationwide expecta- 
tions, forecasts and discussions that 
precede the presentation of the annual 
budget—which is essentially a state- 
ment from the Union Government on the 
public revenue and expenditure and 
policy imitiatives—are seen, otherwise, 
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in India only before an important cricket 
match involving the national team or the 
release of a new movie starring a reign- 
ing matinee idol. It was no different this 
year. Among the cacophony of predic- 
tions and expectations, there was this 
news that the Union Government may 
introduce Advance Pricing Arrangement 
(APA) in India with an eye on reducing 
transfer pricing litigations between cor- 
porations and tax authorities. 


Transfer pricing 

What does transfer pricing mean? 
Transfer pricing refers to the pricing of 
tangible and intangible assets, services 
and funds—such as licensing of intellec- 
tual properties and inter-company fi- 
nancing and loans—transferred within 
an organization in cross-border deal- 
ings, i.e., transactions between com- 
monly controlled enterprises such as a 
parent corporation in one country and 


its subsidiary or sister corporation i) 
another country. In such internationa 
transactions between related parties 
businesses can structure their dealing: 
in such a way as to shift profits offshor 
and at the same time save thousands o 
dollars in taxes. However, transfer pric: 
ing is a double-edged sword, as it often 
leads to situations where the multina- 
tional taxpayers are caught between 
different tax regimes of two or more 
countries, resulting in international 
double or even triple taxation. As for 
governments, who pays tax on interna- 
tional business transactions and where 
can mean an addition or loss of millions 
of dollars to their exchequers. 


Arm’s length principle 
Many countries have recognized the im- 
plication of transfer pricing, which is 
underpayment of taxes by businesses, 
and stipulated that income and ex- 
penses should be allocated according to 
arm’s length principle. The arm’s length 
principle requires a business with in- 
ternational dealings to carefully con- 
sider the terms and conditions of the 
international transactions with related 
parties to ensure that the income and 
expenses are allocated on equal footing 
between the two countries when prepar- 
ing its tax return. In arm’s length prin- 
ciple, the behavior of independent par- 
ties in similar situations is used as a 
yardstick to determine how transac- 
tions are conducted and applying prices 
are charged. In other words, how a truly 
independent business would manage 
its affairs in such cross-border transac- 
tions becomes the guiding principle for 
inter-company dealings. 

However, determining an arm’s 


length price for the purpose of transfer 3Å 


pricing is easier said than done. Taxpay- 
ers often find it difficult to determine an 
arm’s length price for transfers that in- 
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.volve, for example, non-traditional goods 

and services. Consequently, when an 
arm’s length comparison is not avail- 
able, it becomes difficult to determine a 
proper arm’s length transfer price and, 
therefore, companies may not know 
whether they have complied with the le- 
gal requirements in this regard, leading 
to the risk of transfer pricing audits and 
the consequent legal uncertainty and 
possible penalties for businesses. Also, 
such audits are a drain on the busi- 
nesses as well as governments. One of 
the means to ward off this unnecessary 
situation is opting for an APA. 


APA procedure 

An APA is an agreement between the 
multinational enterprises and the rel- 
evant tax authorities whereby a trans- 
fer pricing method to determine the 
arm’s length price for related party 
transactions is agreed upon in advance. 
The agreement may be for the current 
year and for a certain period of time in 
the future. An APA can be concluded bi- 
laterally or unilaterally. A bilateral 
APA is an arrangement between two 
tax administrations and a business 
with multinational dealings in the con- 
tracting countries. A unilateral APA, on 
the other hand, is concluded between a 
tax administration and a business, and 
may not be recognized by a foreign tax 
administration. 

The benefits of an APA are many. It 
provides the businesses with the appro- 
priate arm’s length price mechanism for 
inter-company dealings. It provides a 
dependable solution in situations 
where there is no existing arm’s length 
price, thus making it easier for busi- 
nesses to predict income, costs and ex- 
penses, including tax liabilities. An 
APA also reduces or eliminates the risk 
of double taxation. The certainty and 
predictability of tax treatment that it 
guarantees helps in promoting a 
healthy investment climate for foreign 
investors. An APA also means an end to 
expensive and protracted litigations in- 
volving businesses and tax authorities. 
An APA can also serve as an Alterna- 
tive Dispute Resolution (ADR) mecha- 
nism and can even be used as a model to 
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sort out unresolved issues of the earlier 
years. As a global transfer pricing sur- 
vey by Ernst & Young puts it, “APAs 
will be a useful method to mitigate un- 
necessary transfer pricing litigations.” 


Transfer pricing: 
The Indian experience 
Transfer pricing disputes have, of late, 
become one of the serious business con- 
cerns in many countries, and India is no 
exception. The transfer pricing law, in- 
troduced in India in 2001, has become 
one of the most contentious issues, 
leading to many a courtroom battle be- 
tween the Indian tax authorities and 
many multinationals operating in India. 
Ironically, it was the growing involve- 
ment of MNCs in the country’s economic 
activities and the ensuing taxation is- 
sues related to the transactions between 
business enterprises belonging to the 
same MNC that led to the enactment of 
this piece of legislation and subsequent 
amendments to the law in 2002, with a 
view to provide “A detailed statutory 
framework which can lead to computa- 
tion of reasonable, fair and equitable 
profits and tax in India.” 

The dispute between Aztec Software 
& Technology Services Ltd. (Aztec), 
based in Santa Clara, US, with its pri- 
mary development center in Bangalore, 
India, and the Indian tax authorities is a 
case in point. The rule that all cross-bor- 
der transactions of Rs 5 cr or more are to 
be referred to the Transfer Pricing (TP) 
officer came under legal scrutiny when 
Aztec challenged, last year, the practice 
of referring such transactions to the TP 
officer. Aztec’s contention was that there 
should be prima facie evidence of a pos- 
sible tax evasion by a company for refer- 
ring a case to a TP officer; since there was 
no such evidence against the company, 
the assessing officer was not right in re- 
ferring one of the company’s transactions 
to the TP officer. While the Commis- 
sioner (Appeal) upheld Aztec’s argu- 
ment and ruled that an element of ‘tax 
avoidance’ is a prerequisite for bringing 
a cross-border transaction under the 
scrutiny of the transfer pricing regime, 
the verdict was overruled by a specially 
formed five-member bench of the Income 


Tax Appellate Tribunal (ITAT) which 
contended that all cross-border transac- 
tions worth Rs 6 er or more will come un- 
der the scrutiny of the transfer pricing 
regime even if there is no prima facie rea- 
son to suspect tax evasion or avoidance. 
Needless to say, instances such as these 
have led to a call, both from the industry 
as well as tax experts, for the introduc- 
tion of APA in India. 


There’s no time like the present 
However, in the 12596-word Unien 
Budget for 2008-09, there is not even a 
single word about APA. There is also no 
indication as to whether the govern- 
ment is seriously thinking of coming cut 
with advance pricing arrangements in 
the near future. While lack of experience 
in the official tax administration with 
regard to such transactions is cited as a 
reason for the delay in the announze- 
ment, many feel that this is the right 
time to introduce advance pricing ar- 
rangements in India, as the Indian in- 
come tax authorities have completed 
transfer pricing audits on several trans- 
actions for more than four years now. 

While most of the developed coun- 
tries have an APA procedure, many de- 
veloping countries, such as Turkey and 
Israel, too have introduced APA, as it 
minimizes the transfer pricing disputes 
with MNCs. In China, where the con- 
cept was introduced in 1998, a signifi- 
cant number of unilateral APAs have 
been concluded. The Chinese experience 
shows that the introduction of APAs 
has not only lent uniformity and cer- 
tainty to the transfer pricing activities 
of MNCs there, but also helped them 
manage their transfer pricing exposure 
more effectively, making China, in the 
process, a more attractive investment 
destination for multinational inves- 
tors. Once Union Finance Minister 
P Chidambaram was reported to have 
said, “I don’t envy China. I wish to emu- 
late China.” It’s time he did that by in- 
troducing the APA rules at least in 
the direct tax code that is likely to be 
circulated later this year. 


~ R Venkatesan lyengar 
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Goods and Services Tax 


So Near, Yet So Far 


Goods and Services Tax (GST) can be a success only if it is properly 
administered. Much will depend on its simplicity and efficient 
implementation, which are even more difficult in a disparate federal setup. 


~ Sukumar Mukhopadhyay 


Former Member Central Board of Excise & Customs 









{0 begin with, let me make it clear 
that it is necessary to guard 
against eulogizing Goods and 
Services Tax (GST) toc much. Judging 
by the number of cases going on in the 
European Courts and the controversies 
as wel. as evasions that we read about 
in the international journals, it is nec- 
essary to guard against going over- 
board in praise of GST. We heard 
about such great expectations being 
bandied about in seminars on GST 
held recently. 

Some writers have expressed the 
view that GST would give us Rs 5 lakh 
cr of extra revenue. Others have empha- 
sized the great possibility of huge extra 
revenue. This is a complete misconcep- 
tion. Such an idea of excessive potenti- 
ality of revenue comes only from a lack 
of understanding of what GST basically 
is. GST is nothing but a combination of 
three taxable events, namely, act of 
manufacture, ie., excise; act of sale, Le., 
sales tax or VAT; and act of providing 
service, ie., service tax. When these 
three separate taxable events yield a 
certain amount of revenue, how can it be 
said that a combination of the three will 
give more revenue or immensely more 
revenue? The only difference between 
three separate taxes and the GST is 
that the GST makes the base of tax 
common for manufacture, sale and 
goods, and providing of services. If the 
size of the economy grows at the same 
rate of, say, 10% per year, with manu- 
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facturing, trade and service sectors 
growing at various rates, there is no eco- 
nomic reason why revenue from a com- 
mon base will grow much more than if 
tne base is divided into three. A combi- 
nation can never be more than the sum 
of all the three. 

A combination can be better than 
the three constituents only if it can be 
proved that by combining them the 
compliance itself will improve tremen- 
dously; that cannot be proved at all. 
The structure of Cenvat, VAT and ser- 
vice tax are in no way different from 
GST because they also work on the 
VAT principle, that is te Say, input 
duty credit is adjusted with the output 
duty. GST in its basic nature is no dif- 
ferent from them. The scope of evasion 
in VAT and GST due to falsification of 
invoice will continue. Evasion even ina 
GST regime in EU and many other 
countries is a matter of concern, which 
has found substantial place in the lit- 
erature on the subject. Public attitude 
towards evasion is relevant in the oc- 
currence as well as the estimation of 
evasion, 

A UK survey showed that 70% of the 
sample did not consider it as ‘morally 
wrong’ to pay a trader in cash who volun- 
teered not to charge VAT and 65% ap- 
peared to consider it an acceptable be- 
havior to take cash for work performed 
to evade VAT or income tax. Examining 
the examples of a large number of coun- 
tries, a recent IMF publication by Liam 


Ebrill & Others has come to the conclu- 
sion that the effect of VAT on revenue is 
not direct but complex, and the evidence 
of VAT increasing revenue is weak. 
Here VAT refers to GST as all the coun- 
tries discussed have GST. 

Some writers have argued that all 
the controversies about distinguishing ; 
between goods and services will vanish 
once National GST comes. When that 
happens, this distinction will vanish, 
while many others will crop up. GST 
does not ward off all controversies 
about chargeability of tax, and there are 
innumerable litigations in the Euro- 
pean Court of Justice (ECJ) in this re- 
gard. Whether kids’ nappy is exempted 
from tax or not became a huge contro- 
versy in the EU. VAT and GST are 
highly complicated taxes that are not 
easy to understand. ‘Idiosyncrasy of 
VAT’ is now a famous expression. 

Lastly, it may be remembered that 
GST can be a success only if it is properly 
administered. The Brazilian example _ 
has been described as a ‘patchwork quilt’ P 
by some authors and a “blimp with 
many chewing gum patches” and a “hor- 
rible example” by several others, 

So I may assert now, with the above 
evidence as proof, that we should expect 
only that much from GST which it can 
deliver. The nature of the model also 
makes a difference. Much will depend 
on its simplicity and efficient imple- 
mentation, which are even more diffi- 
cult in a disparate federal setup. Too 
much of interdependence between 
States and Center should be avoided to 
make the systems more workable. 

It was widely expected that the Bud- 


get 2008-09 would charter a road map a 


and indicate which model of GST will be ` 
introduced. That hope has been belied. 
Nothing has been said or done to go even 
one step towards that goal. 
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Theoretical aspects and practical 


‘issues 


on 


GST has been declared as the goal for 
2010 in the last budget. Since then and 
even before that, several models of GST 
have been set afloat for judging their 
merits and demerits. Many federal 
models are now in circulation in the in- 
ternational arena. 
Australian Model: In Australia, GST 
is a federal tax, collected by the Center 
and distributed to the States. But India 
is a heterogeneous country and there is 
no chance that all taxes will be allowed 
to be collected by the Center and the 
States will render themselves merely 
as spending institutions 
Canadian Model: The GST in Canada 
is dual between the Center and the 
States and has three varieties: 
> Federal GST and Provincial retail 
Sales Taxes (PST) administered 


—_-. 


| 


“Too much of interdependence between States and Center should be avoided to make the 


systems more workable” 


separately—followed by largest 
majority. 
> Joint federal and provincial VATs 
administered federally (Harmoni- 
ous Sales Tax — HST) 
> Separate federal and provincial 
VAT administered provincially, 
QST, only for Quebec as it is like a 
breakaway province. 
The first variety is fundamentally the 
Canadian model, which is similar 
(though not same) to the existing situa- 
tion in India. 
Kelkar-Shah Model: This model of 
unified goods and services tax is based 
on ‘grand bargain’ to merge Central Ex- 
cise (Cenvat), Service Tax and State 
VAT into one common base. Two differ- 
ent rates of tax are to be levied by the 
Center and the States. The collection 
will be by the Center. This is like the 
HST model in Canada. Ajay Shah, one 
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of the proponents of this model, wants 
the collection from big industries to be 
done by the Center and that from 
smaller industries by the States. They 
want the model to be introduced 
straightaway. This exposition does not 
even take into account the Constitution 
of the country. The Constitution allows 
Central Excise and Service Tax to be 
collected by the Center and the VAT 
(sales tax) to be collected by the States. 
If the Constitution does not allow such 
an amalgam, how the model can be 
made operative straightaway is not in- 
dicated. 

Bagchi-Poddar Model: This model, 
just like Kelker’s, envisages a combina- 
tion of Central Excise, Service Tax and 
VAT to make it a common base of goods 
and services tax to be levied both by the 
Center and the States separately. This 
means that the Central Excise Act will 





— Sukumar Mukhopadhyay 


be abolished and the goods tax will be 
only on the sale of goods. Service tax will 
be merged in it. To put it in the legal 
language, the ‘taxable event’ for the 
GST will be the act of sale of goods and 
services. The concept of manufacture 
will simply vanish. The difference be- 
tween Bagchi-Poddar model and Kelker 
Model is that in the former, the collec- 
tion is at two levels, by the Center and 
by the States, whereas in the latter, it is 
only by the Center. So while the Kelkar 
model is like the Canadian HST, the 
Bagchi-Poddar model is like the Quebec 
model. Although the model says that it 
is based on the Quebec model, it is actu- 
ally not fully so; while it envisages collec- 
tion both by the Center as well as the 
States, the Quebec model envisages col- 
lection only by the State of Quebec. 
Bagchi-Poddar model also clearly envis- 
ages that a Constitutional amendment 


Goods and Services Tax 


is necessary to bring the taxing powers 
on goods and services under the Concur- 
rent List and to abolish the present divi- 
sion of taxing powers between the Center 
and the States. My arguments against 
the combined GST in the Bagchi-Poddar 
model are the following: 

One, the amendment of the Consti- 
tution, as envisaged in this model, will 
not be practicable immediately, and it 
will in any case create a huge political 
upheaval in the country; Two, the Su- 
preme Court also may not allow the 
change in the basic structure of the Con- 
stitution because it compromises the 
fiscal federalism ingrained in the Con- 
stitution; Three, the total collection of 
revenue will remain the same. There is 
no reason why we should create such an 
upheaval for a merely theoretical pur- 
suit; Four, combining service tax with 
VAT at the State level is fraught with 
innumerable problems; Five, at 
present, the service tax collected at any 
change is given credit with goods at the 
Central level against duty on goods 
cleared from any other States. Such in- 
terchangeability will not be possible in 
case the service taxes are collected by 
the States. The free flow of a common 
Indian market will be hindered; Six, the 
States may impose different rates of 
service tax on the same service; Seven, a 
service having an all-India character 
will get different treatment in different 
States. Even the model itself admits 
that its success assumes complete 
similarity of rates and procedures in all 
the States, which is most unlikely to 
happen. States could not even enact 
same VAT laws recently. 

The Practical Model: The same result 
with no upheaval or upsetting the 
present set-up can be achieved by a dual 
VAT or parallel GST at the Central level 
as well as the State level. At the Central 
level, we can have, as we have now, a 
combination of Cenvat and Service Tax. 
At the State level, we can have VAT 
alone without Service Tax. There is no 
need to combine Cenvat and VAT which 
envisages the complete abolition of Cen- 
tral Excise Act that gives the power to 
the Center to charge tax on manufacture. 
At the Center, the merging of Cenvat and 
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The intro- 
duction of an 
integrated in- 
direct tax re- 
gime has 
been awaited 
with great 
anticipation 
by the Indian 
industry. This eager wait has as much to do 
with the allure of a single fully integrated tax 
regime, as it does with the travails of having to 
deal with a complex and still evolving indirect 
tax regime. 


A brief background 

The Indian indirect tax regime is characterized 
by multiple levies, such as excise duty, cus- 
toms duty, VAT, central sales tax, service tax, 
and including loca! levies, such as octroi and 
entry tax. Historically, none of these taxes were 
creditable against one another, barring a part 
of the customs duty and excise; over the last 
few years, service tax has also been brought 
into the creditable basket. Hence, whilst ex- 
cise duties, customs duties and service tax 
belong to one basket of creditable taxes, VAT, 
central sales tax and octroi belong to another 
basket cf entirely non-creditable taxes. 

The reason for this complex indirect tax 
regime has been the very manner of origin of 
these taxes. With the introduction of the fed- 
eral systam of governance after indepen- 
dence, there was a need to introduce a sys- 
tem of taxation which ensured adequate rev- 
enues for both the State Governments and the 
Central Government. Hence, the Constitution 
empowered the Central Government to levy 
certain taxes, and the State Government to 
levy certain other taxes—this distribution of 
power was clear and unequivocal. 

As aresult, over the last six decades, both 
the Central and the State Governments have 
steadfastly worked at refining and expanding 





Service Tax has been done already to a 
large extent by allowing interchange- 
ability of input credit for both goods and 
services. That system needs to be fine- 
tuned by making interchangeability 
complete and making both Cenvat and 
Service Tax equal. Also, the designa- 
tions of the commissioners have to be 
changed to Commissioners of Central 
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their respective tax regimes, but as the saying 
goes, the twain never met. In fact, until the 
introduction of VAT recently, even a single re- 
gime such as sales tax often entailed multiple 
levies, since sales tax levied across different 
states was largely non-creditable. 

An integrated regime — Birth of an idea 
By the turn of the century, it was largely recog- 
nized that the existing regime of multiple (and 
largely non-creditable taxes) needed to go. 
Hence, the Central and State Governments 
worked at arriving at evolving anew regime; while 
there were considerable hiccups in the process, 
States eventually agreed to a gradual overhaul of 
the indirect tax regime in two significant phases: 
the first being the replacement of the erstwhile 
sales tax regime with a relatively more uniform 
VAT regime across many states coupled with the 
gradual elimination of the Central Sales Tax, and 
the second being the eventual merger of all of 
these into an integrated system of Goods and 
Services Tax (GST) by 2010. 

The process of introduction of VAT 
started in 2005 but was completed this year 
when the last of the (reluctant) States also 
transitioned to VAT. The rate of central sales 
tax has been reduced from 4% to (proposed) 
2%, and is expected to be fully removed by the 
time GST is introduced. 


impact of GST 
The most significant impact of the introduc- 
tion of GST will be the removal of the cascad- 
ing effect of the various taxes, since in an ideal 
GST scenario, all indirect taxes will be credit- 
able against one another. Hence, the overall 
impact of taxes on businesses should reduce. 
Besides, the artificial (tax) barriers to trade that 
currently exist should be fully removed. All of 
these, coupled with the relative clarity that a 
GST regime offers, should result in the reduc- 
tion or rationalization of prices. 

But another equally significant offshoot 
of this regime will be the streamlining of the 


Excise and Service Tax. This is not all. 
Ultimately, a comprehensive service tax 
should have to be introduced. Even 
Cenvat is not a comprehensive goods tax. 
First these two comprehensive taxes 
have to be done in order that they can be 
merged to become a comprehensive GST. 
No initiative has been taken so far and it 
has been said in the budget this time 


administration and collection of the indirect 
levies, since GST will attempt to tax the value 
added at each stage of the supply chain. This 
would not just boost government revenues, 
but should also bring to book many of the 
defaulters, and hence result in the creation of 
a robust tax regime. 


GST — The road map and the challenges 
The concept of the desirable and aspirational 
form of GST for India has been, and remains, 
evolving. Initially, GST was intended as a fully- 
integrated system encompassing within itself 
all of the existing indirect taxes. Clearly, this is 
no mean task and apart from the political and 
economic will, it also requires some signifi- 
cant changes in the Constitutional distribution 
of power. 

Perhaps, an indicator of the magnitude of 
this task is the recent sound bytes that have 
been (reportedly) attributed to the specially 
constituted Joint Working Group and the larger 
Empowered Committee of State Finance Min- 
isters, which is tasked with the responsibility of 
looking into and ensuring the implementation 
of GST. The Working Group is reported to have 
submitted its findings to the Committee in the 
last quarter of the past year. While the findings 
have not been made public, it has been widely 
reported that as per the Working Group’s find- 
ings, the likely form of GST that India will adopt 
is that of dual GST: a Central tax and separate 
State level taxes. However, more clarity will 
emerge only after the Working Group submits 
its final report, and both the Central and the 
State Governments have the opportunity to ab- 
sorb and react to the recommendations. 

The industry in the meanwhile can take 
solace from the fact that the Finance Minister, 
in his Budget Speech, indicated that efforts to 
implement GST was underway and that in line 
with that commitment, a further reduction in 
the Central sales tax rate has been proposed 
with effect from April 1, 2008. 


that a lot of progress has been made in 
consultation with the States. It is high 
time these so-called progresses were 
shared with the public who can also give 
their share of suggestions to add to the 
deliberations among the governments of è 
States and the Center.s= 
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h-compliant countries in the world. Out of all 


listed stocks at NSE (over 1,300) over 400 are compliant with Shariah 


norms. 


— Shariq Nisar 


Economist and Expert in Islamic Finance, IDAFA Invst Pvt. Ltd., Mumbai 


ere is no doubt that Indian Mu- 

tual Funds are showing increas- 

ing interest in Shariah-compli- 

ant products. In fact, one of them has al- 
ready applied for a Shariah-compliant 
mutual fund. Sebi is reported to have 
sent the application to the Ministry of 
Finance for their comments. If this hap- 
pens, it will be the ‘first-of-its-kind’ prod- 
uct in India for domestic residents. Ear- 
lier, all such products were either avail- 
able to the non-residents only or struc- 
tured and marketed without any claim 
of Shariah-compliance. I believe, launch- 
ing of Shariah-compliant mutual funds 
will help the Indian market a great deal. 
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It will bring another source of liquidity to 
the market, which hitherto has not been 
available due to Muslims’ reluctance to 
invest in the stock market. This will also 
help increase the awareness of Shariah- 
compliant investment opportunities in 
India. 

I have proved in my research that In- 
dia is one of the most Shariah-compliant 
countries in the world. In fact, the find- 
ings put India at the top both in terms of 
the number of available stocks as well as 
in terms of market capitalization. Only 
Malaysia comes somewhere near to In- 
dia and to some extent Pakistan; rest of 
the countries are far behind. This in- 


cludes all Muslim countries. The inher 
ent strength of this lies in India’s strong 
economic performance, which is expected 
to continue for at least 10-15 more years. 

The regulator appears to have some 
concern about this and probably for this 
reason they have not allowed any such 
product till now. There is a perceptible 
change in the situation now. The govern 
ment and the regulator do not seem té 
look at this issue from a political angle, 
but as another business opportunity. I 
feel this is a reasonable stand. If coun- 
tries such as the US, the UK, Germany, 
Singapore and Thailand can allow 
Shariah-compliant products there is no 
reason why India cannot. Moreover, 
India has one of the largest Muslim 
populations in the world. The move will 
give a boost to the saving options of 
Indian Muslims. Any further delay, on 
the other hand, will encourage backdoor 
entry, through which a few ofthe players 
have already entered the market. A 
transparent and better regulated mar- 
ket is good for everyone, - 

India is one of the most Shariah-?” 
compliant countries in the world. Out of 
all listed stocks at NSE (over 1,300) 
over 400 are compliant with Shariah 
norms. This is more than the total 
stocks available in all Islamic countries 
put together. Another feature of this is 
that these stocks come from across the 
sectors, which is not the case in most of 
the Muslim countries. Table ] gives a 
list of Shariah-compliant stocks at 
NSE and BSE 500, and Table 2 gives a 
sector-wise list of compliant stocks at 
NSE. 

Shariah screening and fundamental 
analyses go hand in hand. Shariah en- 
courages investments in core sectorsg 
and the process of Screening ensures 
that chosen stocks will be less volatile 
due to smaller borrowing and receiv- 
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Table 1: Shariah-Compliant Stocks in India (2008) 





NSE BSE-500 
1,331 500 
405 257 

61.40 60.44 


Table 2: Top Shariah-Compliant Sectors at NSE 


ne anaal 





Source: Shariq Nisar, /slamic Finance News, Malaysia, January 2008 


ables in comparison to non-compliant 
stocks. We have found that Shariah- 
compliant stocks give better returns 
than the non-compliant stocks. Further, 
prohibitions such as a ban on short-sell- 
ing and margin trading also help the 
market. Shariah-compliant investors 
are serious investors. 

As of now, Islamic finance has spread 
to 74 countries in the world. Middle 
Kast, Europe and South East Asia are 
the major hubs of Shariah-compliant 


Islamic Bonds (Sukuk) 


250 


Number of Sukuk 


2001 


Source: Islamic Finance information Services (IFIS). 
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businesses followed by the US, 
Singapore and other countries. Assets 
under Islamic finance have crossed $1 tn. 

About 200 Islamic banks enjoy over 
$700 bn of assets, followed by infra- 
structure projects with over $400 bn of 
asset under their belt. In the last few 
years, major growth is achieved by Is- 
lamic bonds with over $173 bn assets. 
The following chart—Islamic Bonds 
(Sukuk)—gives year-wise performance 
of Islamic bonds. 


Size of Sukuk (USD million) 


2006 2007 


EE Number — Amount 


Country Coverage 


Brazil, 19.98% 


] 


Russia, 38.20% 





it China, 32.61% 
india, 9.22% 


Source; S&P 2007 








Number of Country 

Companies Weight 
Brazil 6 19.98% 
China 9 32.61% 
India 5 9.22% 
Russia 10 38.20% 

Portfolio Characteristics 

‘Number of Companies ANDE ER 
echt of Countries 4 





Beans Size (Adjusted $ bn) 





Average 18.87 
Largest 126.14 
Smallest 2.22 
Median 11.21 
Top 10 ann” 
(% Market Cap Share) 
Source: S&P 2007 


In non-Islamic countries, funds still 
top the list of Shariah-compliant assets 
closely followed by Sukuk. Shariah- 
compliant market cap is estimated to 
be worth $3.3 tn. 

India is passing through one of its 
best phases in history. Changing demo- 
graphics, growing economy, expanding 
business are all to India’s great advan- 
tage. Seldom has a country enjoyed all 
these benefits at one time. We must 
capitalize on it.s 
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šhariah-Compliant Mutual Funds 


[Investing the Islamic Way 





slamic or Shariah-compliant mutual funds are soon going to hit Indian 
markets as several Asset Management Companies are planning to launch 
such funds for both the domestic as well as offshore market. That could be 
jreat news for investors looking forward to investing in ethical funds. 





fter less than a year since the 

global rating agency, Standard 

z Poor’s launched its BRIC 
Shariah index in May 2007, several 
Indian mutual fund houses are lining up 
Shariah-compliant funds in order to tap 
the growing investors’ interest in Is- 
lamic finance. Shariah-compliant mu- 
tual funds, also called Islamic funds, 
invest in equities or bonds of those com- 
panies which follow the tenets of Islam, 
which disapproves receiving interest 
payments and investing in companies 
involved in production or sale of pork, 
alcohol, tobacco, gambling and non- 
Islamically structured finance or life in- 
surance. Though Islamic funds appear 
to be the same as ethical funds that fol- 
low Socially Responsible Investing 
(SRI), the rules governing the former are 
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quite stricter and go beyond what SRI 
preaches. 

Islamic finance which until recently 
was confined to only the GCC (Gulf Co- 
operation Council) countries and some 
select group of countries has for some 
time now gaining acceptance globally as 
a viable investment option. This is sup- 
ported by the fact that worldwide 
Sukuk has grown phenomenally. Ac- 
cording to Morgan Stanley, a top US in- 
vestment bank, Sukuks worth more 
than $90 bn worldwide were in issuance 
at the end of February 2008. In another 
report by the global rating agency, 
Moody’s, the worldwide Sukuk issuance 
reached US$97.3 bn at the end of 2007. 
Moody’s expects the market of Islamic 
bonds to hit $200 bn by 2010. There has 
also been significant growth in Islamic 


asset and wealth management follow- 
ing the development of diverse and in- 
novative structures of Islamic invest- 
ment funds, including Islamic hedge 
funds. 

According to Bank Negara Malay- 
sia, there are now more than 250 
Shariah-compliant mutual funds that 
are managing an estimated $300 bn in 
assets. Other developments include the 
creation of benchmark indices such as 
the Dow Jones Islamic Market Indices, 
covering more than $10 tn market capi- 
talization in over 40 countries, the Fi- 
nancial Times Stock Exchange Global 
Islamic Index Series, and the listing of 
Islamic financial instruments on inter- 
national exchanges. The latest to join 
the list are S&P India-centric Shariah 
indices, namely, S&P CNX Nifty 
Shariah index and S&P CNX 500 
Shariah index, that joined in February 
this year. The indices have been derived 
from the top 50 and top 500 stocks 
traded on the National Stock Exchange 
and covers 80% of the traded volume on 
the exchange. The S&P CNX Nifty 
Shariah index comprises the top 40 
scrips, while the S&P CNX 500 Shariah 
index comprises 263 scrips. Shariah in- 
dices exclude businesses that offer 
products and services found unaccept- 
able according to Shariah. These in- 
clude advertising and media (newspa- 
pers are allowed, sub-industries are 
analyzed individually), alcohol, 
financials, gambling, pork, pornogra- 
phy, tobacco and trading of gold and sil- 
ver as cash on a deferred basis. 

Domestic Asset Management Com- 
panies (AMCs) like Taurus, SBI MF, 
Birla Sunlife and Kotak MF are all lin- 
ing up a slew of Shariah-compliant 
products for both domestic as well as 
offshore market to capitalize on the new 
trend that has captured investors’ at 
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East but the world over.” 


How de you view the rising interest among Indian 
Mutual Fund houses to launch Shariah-compliant 
funds? 

Datuk Mohamed Azahari Kamil: Accord- 
ing to some estimates, the global Islamic 
Finance has a presence in over 75 countries, 
with total assets being managed under Is- 
lamic financial services reportedly exceed- 
ing $1 tn, of which funds managed by Islamic 
banking exceeding $500 bn. Islamic mutual 
funds are estimated to be worth over $300 
bn, while bonds issued using Islamic prin- 
ciples—or Sukuks—now exceed $50 bn. Is- 
lamic fimance is now a viable vehicle, con- 
tributing to the integration of the global 
economies in facilitating trade, investment 
and economic activity. Although this figure 
remains just a fraction of global assets, 
given a world Muslim population of around 1.5 billion people, 
the industry has enormous potential, and this is a fact that is 
being increasingly recognized by some of the world’s largest 
Western-based banking groups, some of which have launched 
banking facilities compliant with Shariah law, e.g., HSBC, 
Standard Chartered, Citibank, to name a few. 

The Malaysian Islamic banking system saw strong per- 
formance in 2006 in particular, with higher profitability, and 
has remained well-capitalized. Islamic banking assets 
amount to about RM120 bn, with takaful assets about RM6 
bn. The Malaysian Islamic financial market has been equally 
encouraging. Islamic corporate bonds, now amounting to 
RM125 bn, constitute 46% of the total corporate bond market 
in Malaysia. Financial institutions in Malaysia are also re- 








Datuk Mohamed Azahari Kamil 
Managing Director 
AmanahRaya JMF Asset 


Management Sdn Bhd, 
Kuala Lumpur, Malaysia 


Financial Markets 


“Shariah-compliant mutual funds have worked 


successfully not only in the Middle 


cording successes with their Shariah-com- 
pliant funds. It is only natural that a country 
as dynamic as India should see Shariah- 
compliant funds equally interesting, espe- 
cially among its 150 million Muslim invest- 
ment community (13.4% of India’s total 
population of 1,129,866,154), We are, there- 


Houses show a rising interest towards 
launching Shariah-compliant funds. 
Rodney Wilson: A welcome development 
as it extends choices and encourages Mus- 
lims to invest for the medium to long-term 
and build their capital, 

Rushdi Siddiqui: What we hear from our 
clients, who use our Indexes as benchmarks 
or underlying for a financial product is that 
this is really a function of performance, es- 
pecially in this subprime environment. 

A number of financial institutions are really targeting 
Gulf investors who are attracted by the rising Indian stock 
market. That’s one of the reasons we launched the Dow Jones 
Islamic Market India Index in December 2007. Additionally, 
as demand for Shariah-compliant products has been increas- 
ing globally—partly driven by the petro-liquidity—these fi- 
nancial institutions also target local Muslim investors. Be- 
cause Islamic investing has no exposure to conventional 
banking, insurance, consumer finance, and credit card compa- 
nies, it has outperformed in this environment. 

Note: Please look at the DJIM performance numbers for 
2007 at the regional level versus their conventional counter- 
part indexes. (As an example, the Dow Jones Islamic Market 





tention in recent times. India with a 
sizeable Muslim population (150 mil- 
ion) is definitely a major plus for the 
AMCs; besides, there is a vast group of 
nvestors who want to invest only in so- 
ally responsible companies. 


apitalizing on the opportunity 

ndian mutual fund houses see a huge 
pportumity in Islamic funds. The first 
nd foremost driving factor is the size- 
ble Muslim population in the country. 
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India boasts of the second largest Mus- 
lim population (150 million), next only 
to Indonesia. Many experts opine that 
the non-existence of Shariah-compliant 
products has prevented a majority from 
the community from investing in the 
capital market. However, it is not meant 
only for Muslims as even non-Muslim in- 
vestors are targeted. “Though for Mus- 
lims it is an asset class where they can 
invest by complying with the Shariah 
law, there are several others who invest 


for the socially responsible cause behind 
the Shariah-compliant stocks,” says 
Zafar Sareshwala, whose Parsoli Corpo- 
ration has tied up with Taurus to launch 
what will probably be India’s first 
Shariah-compliant mutual fund. 
Shariah laws forbid investing in inter- 
est-bearing instruments like the one of- 
fered by conventional banks, those in- 
volved in manufacturing, selling or offer- 
ing liquors, pork, gambling, night club ac- 
tivities, pornography, etc. 
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fore, not surprised that Indian Mutual Fund , 


Norld Index gained 16.39% in 2007, while the conventional 
Dow Jones Wilshire Global gained 11.91% in the same year.) 


What is the scope and potential of such products in india? 
Datuk Mohamed Azahari Kamil: Mutual Funds fall 


roughly into one of the two categories: 


Shariah-Compliant Mutual Funds 


Rushdi Siddiqui: We have initial conversations with local 
fund companies who consider launching Islamic index funds/ 
funds. However, if you look at the buyers of Sukuks out of the 
GCC, a large number is subscribed by conventional institu- 
tions based on merits (performance, geographical diversifica- 
tion, etc.), hence, we hope there will be a comparable traction 


Income Funds: These aim to provide the investor with a 
regular income (monthly/quarterly) by in- 
vesting in securities that provide income 
(e.g., dividend paying stocks, etc.) 

Growth Funds: The main aim of this type 
of fund is to grow the capital invested by ap- 
preciation of the underlying securities, and 
not to provide any annual/quarterly income. 
Rodney Wilson: Enormous scope, as in- 
vestments can be in non-Muslim as well as 
Muslim businesses as long as they are en- 
gaged in halal. 

Rushdi Siddiqui: We publish the Dow 
Jones Islamic Market (DJIM) index for 





Prof. Rodney Wilson 


in India. 


Are there enough Shariah-compliant stocks in the 
market? 

Datuk Mohamed Azahari Kamil: S&P’s 
Shariah indices now total 9,000 stocks, a 
number that will rise to 12,000 by the end of 
February, it estimates. 

Rodney Wilson: Yes, most Indian stock are 
Shariah-compliant the only major exception 
being the shares of interest-based banks. 
Rushdi Siddiqui: The Dow Jones Islamic 
Market World Index (at end of 2007) has 
more than 2,600 companies and the size is 


India, and we are excited that the market- 
place will use our DJIM India for 
benchmarking and as the underlying index 
for products. We are seeing increased inter- 
est from licensees in the Middle East for In- 
dian exposure in the Islamic investment 


space too. 


Do you think the new investment strategy (Shariah-compliant Mutual 


Fund) will work in the Indian market? 


Datuk Mohamed Azahari Kamil: Shariah-compliant 
mutual funds have worked successfully not only in the 
Middle East but the world over. Global banks such as 
HSBC, Deutsche Bank, Citibank, Standard Chartered as 
anks in other countries in the US, Europe, Latin 
Americas, the Asia-Pacific and closer in the ASEAN (Asso- 
ciation of South East Asian Nations) region adopt 
Shariah-compliant mutual funds in their strategy and 


well as b 


have been quite successful. 


Rodney Wilson: Yes, because it is a good way of harnessing 
retail savings from the growing middle-classes. 


However, a major problem faced by 
these funds is the limited investment 
options available to them. Does India 
have a fairly wide range of stocks to of- 
fer? Though BSE has nearly 6,000 
listed stocks, less than a third of them 
could be termed Shariah-compliant; 
antl almost three-fourth of them 

are illiquid. That leaves the funds with 
about 350 or so stocks. “There are about 
360 stocks that are Shariah-compliant 
in BSE 500, while 70 stocks in BSE 


Director of Postgraduate Studies 
Durham University 
School of Government and 
international Affairs 
Durham, UK 





$17 tn in market capitalization, I say that 
speaks for itself. In addition, the DJIM India 
(as of end of 2007) has 183 compliant com- 
panies with a $377 bn market capitaliza- 
tion; again, the numbers speak for them- 
selves. 


What is the risk-return trade-off for investors? 


Datuk Mohamed Azahari Kamil: Shariah-compliant 


funds spread the risk by diversifying the portfolio. If one in- 


stocks and bonds. 


strument (e.g., stocks) or sector (e.g., transportation) falters, 
then the hit to the overall portfolio is minimal. Mutual Funds 
are groups of stocks and other investment instruments 
(Bonds, Certificate of Deposits, etc.) managed by ‘profession- 
als’ and pooling money from thousands of investors and lever- 
aging the aggregated amount of the pooled money in buying 


Rodney Wilson: A variety of Shariah-compliant funds can 


be offered to appeal to those willing to take on different de- 


funds. 


100,” according to R K Gupta, Manag- 
ing Director, Taurus MF. He said that 
Islamic investments are on the rise in 
India and expected to cross the $1 bn 
mark by 2009. “Islamic finances are 
growing at a rapid pace and the oppor- 
tunities seem limitless. Muslims in In- 
dia are not participating in the stock 
markets and are missing out on the op- 
portunities. Islamic investments worth 
nearly $750 mn have already been 
made in the capital market,” he added. 


grees of risk; overall not much different from conventional 


The Taurus Parsoli Ethical Fund is a 
five-year closed ended fund, which aims 
to invest predominantly in equity 
shares to the extent of 80% of the fund’s 
portfolio. 

Another major factor driving AMCs 
towards India is the vast universe of 
Shariah-compliant stocks. According to 
Sarshwala, in India, 61% of listed com- 
panies are Shariah-compliant com- 
pared to 57% in Malaysia and 51% in 
Pakistan. In terms of the number of 
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Rushdi Siddiqui: Dow Jones Indexes calculate and main- 
tain their indexes. That means we are measuring the perfor- 
manee of Shariah-compliant stocks in certain markets. While 
investors use our indexes as fund benchmark or underlying for 
financial products, the risk-return trade-off is depends on the 
respective structure of a financial product. Thus, this ques- 
tion is for research analysts and fund managers to answer. 


What is the trend in global markets for such fund? 
Datuk Mohamed Azahari Kamil: De- 
cades of high oil prices have created a vast 
pool of wealthy investors from the Middle 
East, sparking a boom im Islamic banking, 
bonds, insurance and stecks. Shariah is Is- 
lamic law that forbids receiving interest and 
investing in firms profiting from haram ac- 
tivities such as alcohol, pork, gambling and 
pornography. Islamic assets have been grow- 
ing at 20% a year, reaching $900 bn in 2007, 
and are set to hit $2 tn by 2010, accountants 
Ernst & Young estimated recently. A major- 
ity of investors are still in the Middle East, 
with a second hub in Southeast Asia. But 
what’s developing is an audience in the US 
and Europe, it reports. 

The Islamic finanee boom would con- 
tinue as oil prices stay near record highs despite signs of a US 
recession. There is a vast pool of cash that is not going to 
evaporate. Islamic investing has been around for 1,400 years. 
The difference is now oil nations in the Middle East have lots 
of money, they are extremely finance-savvy and looking for 
more sophisticated tools to help them invest. 


stocks, a total in excess of 450 BSE 





Rushdi Siddiqui 
Global Director 
Dow Jones Islamic Market Indexes 
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couple of years include S&P 500 


Rodney Wilson: Over 300 Shariah-compliant funds already 
offered worldwide. i 
Rushdi Siddiqui: We are seeing the maturing and sophisti- 
cation of the marketplace for Shariah-compliant products. A 
great example is that our Dow Jones Islamic Market Indexes 
are now licensed as underlying for several Islamic Exchange 
Traded Funds (ETFs). The world’s first Islamic ETF was 
listed in Istanbul in 2006 based on the Dow Jones Islamic 
Market Turkey Index. Europe’s first Islamic 
ETF, listed in Zurich in 2007, is based on the 
Dow Jones Islamic Market Titans 100. And 
we recently licensed the Dow Jones Islamic 
Market Malaysia Titans 25, which is today 
the world’s largest Islamic ETF (today, at 
$250 mn). 


Any other comments? A 
Datuk Mohamed Azahari Kamil: Stan- 
dard & Poor’s is seeing huge demand for 
Shariah-compliant versions of its main eq- 
uity indexes, a testimony to the growing in- 
terest in stock investing from wealthy Mus- 
lims, a senior official told Reuters. S&P 
launched three Shariah indices in December 
2006, versions of the S&P 500 .SPSHX the 
S&P Europe 350 .SPSHE and the S&P Ja- 
pan 500 .SPSHJ and has since launched another 26. 

UK’s RICS (the Royal Institution of Chartered Surveyors) 
published a report in July 2005, saying that London has be- 
come a major center for Islamic banking and investment. 

Based on research commissioned by international prop- 
erty consultants, King Sturge, the report stated that London 


National Thermal Power Corp., Reli-¥ 


scrips, including 23 Sensex stocks, and 
39 of the NSE-50 (Nifty) scrips are 
Shariah-compliant. 

However, a majority ef such funds 
are aimed at overseas investors. For in- 
stance, SBI MF has launched a Shariah- 
compliant offshore fund christened Re- 
surgent India Opportunities Fund 
(RIOF). UTI MF too has an offshore 
Shariah compliant fund. Others like Lo- 
tus MF, Kotak Mahindra MF, Taurus 
among others are planning to offer off- 
shore Islamic funds. What has come as a 
major boost to such funds is the launch of 
several Shariah-compliant indices that 
include stocks from India as well. The 
launch of international Islamic indices is 
further going to give a beost to these 
products. Some of the major indices 
which have been launched in the last 
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Shariah, the S&P Europe 350 Shariah, 
the S&P Japan 500 Shariah indices, 
Dow Jones Islamic Index, MSCI Arabian 
Markets Islamic Index, etc. The nine 
countries in the S&P Pan Asia Shariah 
Index are India, China, Hong Kong, Ma- 
laysia, the Philippines, Singapore, 
South Korea, Taiwan and Thailand. 
Australia, New Zealand and Japan have 
been excluded. For instance, the recently 
launched S&P BRIC has seen 11 Indian 
companies making it to Standard & 
Poor’s new Islamic index, covering stocks 
drawn from Asian country indices in its 
S&P Citigroup Global Index Series. 
These are: Tata Consultancy Services, 
Infosys Technologies, Wipro Corpora- 
tion, Bharat Heavy Electricals Limited 
(BHEL), Oil and Natural Gas Corp., 
Bharti Televentures, Hindustan Lever, 


ance Industries, Reliance Communica- 
tion and Satyam Corp. An S&P release 
says stocks for this universe must have 
at least $1 bn in float-adjusted market 
capitalization. The number of stocks for 
Shariah screening purposes is limited to 
the top 15 from each country. Each 
month a universe of stocks conforming to 
these criteria, selected once a year on 
March 31, is screened for Shariah com- 
pliance to form this index. The S&P Pan 
Asia Shariah Index has been launched 
with 71 companies with a market capi- 
talization of $810.83 bn. Information 
technology companies represent ap- 
proximately 35% of the index, followed 
by telecom services (17%) and energy 
(15%). 

Nevertheless, AMCs like the SBI 
MF, which have already introduced a 
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Y tened as SBI Resurgent India Opportu- 


Shariah-Compliant Mutual Funds 





is securing its position as a major center for Islamic banking 
d investment due to the availability of relevant expertise 
Cond a flexible, well-developed regulatory environment. 

The report revealed that 90% of investors cited the UK as 
their favored location for Shariah funds because of its politi- 
cal environment, legal and institutional frameworks, human 
capital and expertise. London’s wide range of skills in par- 
ticular puts its commercial property industry in the strongest 
position to take advantage of the growth in Shariah-compli- 
ant real estate investment. 

Like ‘ethical funds’, Islamic investment funds require 
careful portfolio and stock selection to ensure compliance 
with Shariah law. Shariah property investment funds also 
prohibit renting properties to organizations engaged in 
haram business relating to pornography, gambling, arms, 
pork, tobacco, cinema and alcohol consumption. 

The commercial and industrial property sectors are re- 
hee as the most popular investment by Shariah funds, 

with three quarters of respondents already investing in in- 
dustrial property. A growing trend is the market’s move into 
property investments in leisure and care for the elderly, which 
are compatible with Shariah principles and somewhat reflec- 
tive of developments in other ethical funds. 

The most important factor considered by Shariah-compli- 
ant funds when buying and selling property was tax status 
(cited by 65% of respondents in the King Sturge research), 
followed by the availability of specialist expertise (61%), the 
regulation of investment and risk assessment regulation 
(both 47%) and the transparency of transactions (41%). 

According to Ali Parsa, author of the report, and director of 
research at London South Bank University’s Property Sur- 
veying and Construction department: 


Shariah-compliant offshore fund, chris- 





nities Fund (RIOF), are planning to 
come out with more variants of RIOF 
and one of this will be another Shariah- 
compliant scheme, while a domestic of- 
fering will have to wait. Similar is the 
case with UTI MF which too has an off- 
shore Shariah-compliant fund; how- 
ever, it is planning to launch a domestic 
fund soon. While currently no fund bills 
itself as ethical fund in India, there is 
one fund that fits perfectly that cat- 
egory: Tata Select Mutual Fund. The 
fund, which was launched way back in 
1996, follows the policy of non-invest- 
ment in prohibited sectors like Liquor, 

Tobacco, Consumer Goods, Finance and 
SBonking and other investments in In- 
terest Bearing Securities. The fund has 
delivered a return of 23% since the 
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The Differentiating Factor 
Comparative Returns 
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Price-return index values for the period beginning December 29, 1995 and ending December 29, 2006. index performance data 
prior to 1999 are based on backtesting, i.e., calculations of how the index might have performed prior to launch if it had existed 
using the same index methodology employed by Dow Jones today. 


“The research indicates the likelihood of a substantial 
increase in the funds available for Shariah investment as a 
result of growing wealth in Muslim countries and communi- 
ties, and that most of the new investments will be through 
some form of Shariah-compliant funds.” 

The McKinsey Competitiveness Report 2006 suggested 
Islamic finance players should focus on largescale and lucra- 
tive activities to strengthen their position in wholesale bank- 
ing. The development and re-enforcement of risk manage- 
ment and front-end excellence are also vital in determining 
the continued growth of the Islamic industry. 

Rodney Wilson: Opportunity for India to attract investment 
inflows from the Gulf where there are many Shariah-compli- 
ant investors. 

Rushdi Siddiqui: Dow Jones Indexes is extremely proud of 
pioneering the field of faith-based investing by launching the 
Dow Jones Islamic Market Indexes in 1999 and our commit- 
ment to the Islamic investing space.Today, we calculate and 
distribute over 70 Islamic indexes. Plus we have expanded 
the bandwidth of Islamic indexes to include the world’s first 
Sukuk Index, Dow Jones Citigroup Sukuk Index (launched in 
2006), the world’s first Islamic Sustainability Index (Dow 
Jones Islamic Sustainability Index) also launched in 2006. 
And we were the first to launch the world’s first index based 
on Dharmic religious beliefs, called Dow Jones Dharma Index. 
As you can see from our record, we are innovative, committed, 
and dedicated to set new trends. Finally, the marketplace has 
recognized and acknowledged our efforts, as we have won nu- 
merous awards over the years, most recently the Euromoney 
Award for Best Islamic Index Provider in London on February 
5, 2008. 









Dow Jones Islamic Market 









DJ World Index 
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Accounting-based Screens 
After removing companies with non- 





Calculated as: 


indices. 
Source: S&P 


funa’s inception in 1996. However, the 
fund says that it is a mere coincidence 
that the fund’s holdings also appear to 
be Shariah-compliant, 


The risk-return trade-off 

However, investing in Islamic funds 
does entail certain risks. First and fore- 
most. in the wake of lack of sufficient in- 
formation about their performance track 
record, it would be difficult for an inves- 
tor to select a fund that suits his invest- 
ment needs. Another issue is the lack of 
availability of stocks that fall in line 
with the principles of Shariah. This is- 
sue, however, is largely addressed by the 
fact that close to 400 stocks have been 
identified as following Shariah prin- 
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Advertising and Media (Newspapers are allowed, sub-industries are analyzed individually) 


Trading of gold and silver as cash on deferred basis 


During the selection process, each company’s audited annual report is reviewed to ensure that the 
company is not involved in any non-Shariah-compliant activities. Those that are found to be non- 
compliant are screened out. The above industries are not considered Islamic and would not be 


appropriate for investment for observant Muslims. 


_ Leverage Compliance: This compliance is measured as: 

Debt/Market Value of Equity (12-month average) <33% 

-Cash Compliance: There are compliances with reference to cash holdings. These are: 
Accounts Receivables/Market Value of Equity (12-month average) <49% 

(Cash + Interest Bearing Securities)/Market Value of Equity (12-month average) <33% 


Revenue Share from Non-Compliant Activities: In certain cases, revenues from non-compliant 
activities are permissible, if they comply with the following threshold: 
(Non-Permissible Income other than Interest Income)/Revenue <5% 


Dividend Purification Ratio: This ratio is provided to investors for purification purposes, it is 


Dividends *(Non-Permissible Revenue/Total Revenue) 


Index Eligibility: The stocks are first constituents of the underlying indices. They are, then, screened 
for Shariah compliance. Only those stocks that are compliant remain in the Shariah-compliant 


























ciples. According to Dr. Shariq Nisar, 
economist and expert in Islamic Fi- 
nance, Idafa Invst Pvt. Ltd., India tops 
other countries both in terms of the num- 
ber of available stocks as well as in 
terms of market capitalization, and only 
Malaysia comes somewhere near to In- 
dia and to some extent Pakistan, rest all 
countries, including Muslim countries 
are far behind. Datuk Mohamed 
Azahari Kamil, Managing Director, 
AmanahRaya JMF Asset Management, 
Malaysia, feels that Shariah compliant 
funds spread the risk by diversifying the 
portfolio. However, as indices for such 
funds are drawn from a broader index (or 
parent index), there is a strong likeli- 
hood that such indices mimic the volatil- 










Financial Markets 
ity of the parent index and hence the | 


Sector-Based Screens 
Business activities related to the following are excluded: 
. Pork 


versification impact may not be as su 
stantial as expected. According to S& 
“Each Shariah compliant index typical 
covers over 60% of the market capita 
zation of the parent index, though th 
can vary depending on the number | 
companies found to be compliant. Hi 
torical performance analysis, howeve 
indicates that there is a high level of co: 
relation between the underlying indice 
and the Shariah compliant indices.” Be 
sides, investors would also be exposed t 
the vagaries of volatility in exchang 
rates; a favorable exchange rate regimi 
will boost returns and vice versa. 


Long way to go 

Nonetheless, despite such concerns 
Shariah-compliant funds do give inves- 
tors an opportunity to achieve diversifi- 
cation and hence spread their risks in- 
stead of directly investing in individual 
stocks. Also, it offers an opportunity to 
investors who want to invest in stocks of 
companies that are ethically right. But 
it is imperative that the investors use 
due diligence before making their in- 
vestments. And also, one should keep in 
mind the fact that such investments are 
meant for long-term and not for making 
quick bucks. But for Indian AMCs, as 
Sareshwala said, the story does not end 
just by selecting a few acceptable Is- 
lamic stocks. According to him, the chal- 
lenge lies in identifying Shariah experts ` 
and instituting a Shariah board (for ex- 
ample, S&P and Dow Jones have a 
Shariah board in place whose main job 
is to help interpret business issues and 
recommend actions related to busi- 
ness decisions for the indices), besides 
obtaining (account) certification, puri- 
fication (all dividend payments to the 
fund are subject to a purification pro- 
cess as approved by the fund’s Shariah 
Supervisory Board), and setting up ra- 
tios (financial ratios which help screen 
stock, so as to remove companies based 
on debt and interest income levels), etc. 
So it will be a while before more fund 
houses join the bandwagon.s 3 


- Amit Singh Sisodiya and Imrana Moghul 
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HDFC-CBoP Merger 


Consolidate to Conquer 
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In the biggest ever buyout in the country’s financial industry, India’s second 
largest private bank, Housing Development and Finance Corporation 
(HDFC) Bank has acquired Centurion Bank of Punjab Limited (CBoP). 
X Bucking the earlier trend of bigger banks gobbling up weaker ones, this deal 
involving two strong banks has signaled more consolidation in the Indian 


banking sector in the near future. 





second largest private bank after 

ICICI, sealed the largest ever merger 
in Indian financial history with CBoP for 
Rs 9,510 cr. This has set up a new trend 
because, earlier, bank mergers in India 
were largely bailouts, with the stronger 
bank swallowing the weaker one, or re- 
verse mergers to develop a new business 
model such as that of ICICIs and IDBIs. 
However, in this case, at the time of the 
merger, both the banks were healthy and 
so it can’t be dubbed as a ‘merger of 
unequals’ or a larger bank completely 
gobbling up a smaller or weaker one: 


[: February, HDFC, which is India’s 
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rather it is akin to a ‘merger of strength’, 
However, given the post-2009 scenario, 
when foreign banks are likely to be on a 
par with the domestic banks, despite 
some regulatory hitches, the merger of 
two strong banks heralds a new era of con- 
solidation in the Indian banking industry 
as a whole. 


Flashback 


Both these new generation banks were 
incorporated and licensed by the Re- 
serve Bank of India (RBI) in the post- 
liberalization era of the mid-1990s, and 
both of them had sipped merger waters 


beforehand. In fact, HDFC Bank had 
orchestrated the first merger in private 
sector banking by taking over the 
troubled Times Bank from media giant 
Bennett, Coleman & Co. in 1999. CBoP 
is also no stranger to mergers. In fact, it 
began its existence as Centurion Bank. 
In 2005, the Centurion Bank had 
merged with the North India-based 
Bank of Punjab, and last year, CBoP 
took over Kochi-based Lord Krishna 
Bank. 

And, in between, another new age, 
aggressive, private sector bank, ICICI, 
had made significant inroads through 
a string of acquisitions and reverse 
merger moves. Nationalized banks 
have also started shedding layers of 
fat, as private sector rivals (ICICI and 
Axis Bank) have upped the ante and 
foreign banks such as Stanchart. 
Citibank and HSBC have widened 
their reach to cash in on the opportuni- 
ties thrown open by the Indian banking 
sector. But, HDFC waited like a hawk 
till the right opportunity came along. 
And now, with this strategic master 
stroke, HDFC Bank is, in fact. swal- 
lowing four banks in all—Times Bank, 
Centurion Bank, Bank of Punjab and 
Lord Krishna Bank—thereby manag- 
ing to reduce the gap with its big rivals. 
Post-merger, HDFC Bank will enjoy an 
asset base of more than Rs 1,50,000 er 
and, in the pecking order, will move to 
7“ position from the pre-merger posi- 
tion of 10". 

However, the merged entity would 
still be two-fifth the size of the 
country’s second largest lender ICICI 
Bank, but it would be far bigger than 
Axis Bank, the third largest private 
sector bank in India. With a distribu- 
tion network of 1,148 branches and 
2,358 ATMs, it will be the largest in 
terms of branches in the private 
sector. 
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“The merger is a very interesting development in the Indian banking scenario 
because it has made the combined entity the largest private sector bank in terms of 


branch network.” 


How do you see the approved merger proposal of 
HDFC Bank and CBoP? 

Deven Choksey: The merger is a win-win 
situation for both the banks. Though the 
bank has paid a higher price, i.e., it valued 
CBoP at 5.3 x 9MFY08 book value and 
the deal was valued at approx. Rs 9,500 cr, 
the bank will benefit from the merger in the 
long run which will outweigh the higher 
va_uations. 

NR Parasuraman: In my opinion, the 
merger is a very interesting development in 
the Indian banking scenario because it has 
made the combined entity the largest pri- 
vate sector bank in terms of branch net- 
work. Banking strategy during current times appears to be 
looking for reach. HDFC, by combining with CBoP has 
beaten ICICI Bank in terms of branch network by well over 
100 branches. 

However, one must mention here that the whole phenom- 
enon of private banks and their network has taken a full 
cirele. Originally, when the new private sector banks came, 
the argument was that the existing public sector banks were 
overnetworked and were saddled with unmanageable size. 
The new institutions sought to bring about computerization 
and faster customer services at lower cost. With time and the 
stifling competition among banks, all the banks have had to 
expand their vistas to include rural and remote areas. Here, 
the networking through branches assumes importance. Most 
banks work on core banking software, capable of total com- 
munication and control. 





Deven Choksey 
MD, KR Choksey Securities 
Mumbai 





Also pertinent in this context is the state- 
ment from HDFC Bank that there will be no 
cultural issues and that barring a few excep- 
tions there will be no common branches. This 
is indeed a great thing for the merger. In the 
past, banks worked in different styles and to 


agements had to struggle. 


How is the deal valued? What are the parameters 
considered while finalizing the deal? 

Deven Choksey: The deal is valued at 
Rs 9,500 cr. The most important parameter 
considered for the valuation was Price/Book 
value. And other factors considered were 
geographical presence of the bank, quality of the manage- 
ment team, balance sheet size, composition of the loan book, 
asset quality, etc. The capital of the bank will dilute by 22.5%, 
and ROE will decline from 13.4% earlier to 11%. The bank 
will make the preference shares allotment post-merger to 
HDFC to maintain its 23.28% stake. 

NR Parasuraman: Obviously, a number of considerations 
would have weighed in the final figure 1:29 ( every 29 shares 
of Re 1 each held in Centurion Bank giving an entitlement to 
1 share of Rs 10 in HDFC Bank). The financial parameters 
would indicate that HDFC Bank is considerably healthier. 
The PAT as a % of net income has been more or less double in 
HDFC Bank. But in terms of interest spread and credit de- 
posit ratio the superiority is not that evident. As on March 
2007, the PAT as a % of net worth stood at 10.43 for Centu- 
rion Bank and 19.46 for HDFC Bank (Source: Prowess of 


Fineprints of the deal 


A number of parameters were taken 
into consideration while finalizing the 
value of the deal. Among them, the 
most important parameter was price/ 
book value. Besides this, other factors 
considered for valuing the deal were 
geographical reach of the bank, man- 
agement style, size of the balance 
sheet, composition of the loan book, 
asset quality, etc. Judging all the pros 
and cons, a swap ratio of 1:29 was de- 
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termined, which means that CBoP 
shareholders will get one HDFC Bank 
share for every 29 shares they hold. 
Given the swap ratio, HDFC Bank has 
valued CBoP at around Rs. 9,500 cr. 
And HDFC Bank is likely to issue pref- 
erence share to its parent body HDFC 
to keep the promoter’s shareholding 
above 20% after the merger. A prefer- 
ential shares issue will significantly 
increase HDFC Bank’s net worth. Af- 
ter the merger, HDFC’s stake in the 


bank will decline to around 19%. Now 
if HDFC wishes to keep its current 
stake at 23.2%, it will have to inject 
around Rs. 3,900 cr. 

The most pertinent thing in this 
merger is that there will be no manage- 
ment integration issues as this will be a 


bring about uniform changes in outlook, man--4 


>” 


fair, professional and clean merger, y 


Moreover, there will be no downsizing of 
staffs and the merged entity would be 
large enough to accommodate everyone. 
CBoP Chairman Rana Talwar will join 
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HDFC-CBoP Merger 
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CMIE). The other considerations would have been the com- 
bined market capitalization, which would cross Rs 63,000 


cr. CBoP has anyway gone through previous merger experi- 


ences and the best way for it to g0 ahead would have been a 
combination. For HDFC, the choice of the other bank would 
have been governed by the need to have maximum branch 


expansion. 


What are the expected synergies from the merger? 
Deven Choksey: The total asset size of the 
bank will increase by 19% and loan book and 
deposits by 21% each. The main motive of 
the merger is to gain market share: post- 
merger, the branch size of the bank will in- 
crease by 52%. CASA deposits per branch of 
_HDFC bank is Rs 65 cr vs. Rs 13 cr of CBoP, 
i.e., CBoP branches are hugely underutilized. 
CASA deposits of the merged entity will de- 
cline from 49% to 45%. On the operational 
front, HDFC Bank is better placed, i.e., 
HDFC Bank cost/income ratio is 49% vs. 
69% of CBoP. Post-merger, cost/income ratio 
will increase by 52%, proportion of retail ad- 
vances to total loan book of HDFC Bank is 
53% vs. 60% of CBoP, and the merged entity 
Loan composition of 
both banks is similar. Margins of the CBoP are low, close to 
3.5% for 9MFY08, because CASA deposits of the bank are 
low, i.e., 21.5%. Once the branches are 


will have retail advances ratio of 54%. 


branches will add to the margins of the 


0.6%. 


NR Parasuraman: Basically, the larger entity can now have 
greater eligibility for bigger deals in the market. The way 
banking is heading it would appear that larger players have 
advantages over the smaller players not merely in size of 
operations, but also in the exclusive nature of certain transac- 
tions. Major asset syndications, huge project finance deals, 
and currency management can come in the way of only the 


the board as non-executive director 
while CBoP MD Shailendra Bhandari 
will be the executive director in the 
merged entity. 


Deal logic 

The proposed merger is believed to have 

4 a positive impact on HDFC Bank’s 
business profile over the medium-term. 

The merger will give HDFC Bank access 

to a wider branch network, beating 

ICICI Bank by well over 100 branches, 
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fully utilized, CBoP 
merged entity. Asset 
quality of the bank will deteriorate marginally; Gross NPAs 
will increase from 1.2% to 1.7% and Net NPAs from 0.4% to 


larger banks, and with this merger the conglomerate would 
have come into that bracket. 


What are the challenges that the merged entity is likely to face? 
Deven Choksey: Major challenges for the bank would be 
realign the branches of CBoP with HDFC Bank (which may 


lead to an increase in the operating expenses in the short run) 
and to sustain superior asset quality of the merged entity. 





Dr. NR Parasuraman 
Professor of Finance 
SDM-IMD, Mysore 






and post-merger, the branch size of the 
bank will increase by 52%. According to 
a leading rating agency, Crisil, the 
branches, especially in Punjab and 
Kerala, will extend HDFC Bank’s reach 
to geographies where it had limited 
presence. The total asset size of the 
bank will increase by 19% and loan 
book and deposits by 21% each. HDFC 
Bank’s robust risk control systems and 
emphasis on keeping high Current and 
Savings Account (CASA) levels will en- 


Any other comments? 

NR Parasuraman: Mergers appear to be the trend in the 
o expect public sector banks to merge 
among themselves. Ultimately, the regulatory authority has 
also an influence, in the sense that strategic initiatives by 
banks will work only under a regime of greater freedom. 


future. We can als 


NR Parasuraman: Like most banks now in India, the chal- 
lenges arise out of two concerns: 1) Severe 
competition; and 2) The need to bring about 
total operational efficiency. The first issue 
has to be tackled with a strategic perspec- 
tive, and the bank has to address a niche for 
itself and consistently work towards this. 
The merged entity here has to bring about a 
special class of banking for itself which is 
unique and which cannot be easily imi- 
tated. Thus, this has to relate to the branch 
network and individual competencies built 
up so far. The second aspect is a challenge 
because the styles of operation and the cen- 
trol exercised by the top management may 
need to be revisited. 


Given the post-2009 scenario of banking sector in India, what would be 
the implications of this merger? 

Deven Choksey: We believe HDFC Bank, being one of the 
largest private sector banks, wants to gain the market share 
before the sector opens up for the foreign players post-2009. 
We can expect more M&A and more consolidation in the 
banking sector which is the need of the hour and which may 
drive valuations of the bank. 


sure that the merged entity will main: 
tain its asset quality and resource pro 
file at levels significantly better tha 
other banks over the medium-term. 
Valuation is another important is 
sue. HDFC Bank is shelling out aroun 
one-third for CBoP branches, relative t 
the value it is getting for its ow 
branches. If HDFC Bank is to leverag 
these branches, it should have a long 
term positive impact on the busines 
and profitability of the merged entit 


| April 2008 | 


M&As 


Again, there are certain standard tech- 
nology and people issues. In HDFC 
Bank, there is no union, whereas CRoP 
has a workers’ union inherited from 
Lord Krishna Bank. And, “in any 
merger, integration is primarily at 
three levels— people, processes and tech- 
nology,” opines Robin Roy, Associate Di- 
rector, financial services, Pricewater 
houseCoopers (PwC). In this HDFC- 
CBoP merger, positives outweigh the 
negatives. The management styles of 
both the banks are more or less similar, 
and moreover, both understand con- 
Sumer and retail banking business. 
From day one both have been on a tech- 
nology platform, and se there are no 
data-related legacy issues, In fact clear- 
cut synergies exist, and it is expected 


The merged entity will definitely have to yank for 
operational efficiencies in its lines of business. 


that change-management issues will 
be handled smoothly. 


Next stop: Overseas 

Rival ICICI Bank has already initiated 
its foreign odyssey. Now it is present in 
18 countries, and its overseas opera- 
tions accounted for around 23% of the 
consolidated banking assets as on De- 
cember 31, 2007. Axis Bank, the third- 
largest private sector bank, boasts of 
having three international branches in 
Singapore, Hong Kong and Dubai and a 
representative office in Shanghai. This 
might have swayed HDFC Bank’s 
thinking It has already acquired a li- 
cense fer a branch in Bahrain, which 
will be opened very soon. It is also plan- 
ning to raise $1 bn through a medium- 
term note issuance program. That’s 
where CBoP may come in handy. The 
bank is already present in Canada. 
Moreover. what could be of immense 
1elp to the bank, going forward, in its 
nternational foray is the presence of 
tana Talwar, the former CEO of Stan- 
lard Chartered Bank, on its board— 
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who, through Sabre Capital, a fund 
which he has spearheaded along with 
other partners, has gained immense ex- 
perience in international banking as 
well as in M&A activities. On the issue 
of overseas expansion, HDFC Bank MD 
Aditya Puri has commented, “We could. 
I think with Rana Talwar coming on 
board; he’s got a lot of experience on this 
and we would examine it. Is there some- 
thing hot? No, but let’s see.” Puri has 
further said, “But we have something 
very specific in mind. We are not about 
to challenge the Citigroups of the world. 
We want to provide a global range of 
products for Non-Resident Indians 
(NRIs), and we want to participate in 
trade (India-specific export-import-re- 
lated) finance. We are not talking about 





becoming a big bank abroad at this 
point of time.” He further added that 
the bank is not looking at the crowded 
western markets. HDFC would seri- 
ously check where the bank’s strengths 
and benefits, like good processing, good 
credit skills and good distributions, 
come into play. So, it would not defi- 
nitely be an overcrowded market but 
probably somewhere in Eastern Europe, 
Indonesia or the rest of Asia. 


Post-merger challenges 

Although this merger is the largest of 
its kind in the history of Indian banking, 
it is not free from loopholes. The merged 
entity will definitely have to yank for 
operational efficiencies in its lines of 
business. Moreover, it is anticipated 
that there will be a dilution of profits, at 
least in the short-term. “The challenge 
could be that CBoP is more about low- 
cost operations and distributes more 
low-cost products while HDFC’s prod- 
ucts are more universal and sophisti- 
cated and higher up the value chain,” 
comments a PwC source. The source fur- 


ther adds, “How well the CBoP tear 
gels with HDFC products could be a) 
area of challenge.” At the time of final] 
izing the deal, HDFC Bank had consid 
ered branch network as an importan 
parameter and savored the moment o 
surpassing its nearest competitor ICIC: 
Bank in terms of number of branches 
Although ICICI had 955 branches as on 
the date of merger, it has 425 in the 
pipeline, which are in the process of 
implementation by mid-2008. So post 
mid-2008, as usual, the ICICI Bank 
would be the largest private sector bank 
in terms of branch network also. 
Moreover, on the basis of pro forma 
consolidation as on December 31, 2007, 
the gross Non-Performing Asset (NPA) 
of the merged bank would be higher 
than current gross NPA asset of HDFC 
Bank. Also, given CBoP’s compara- 
tively weak resource profile, the propor- 
tion of Current and Savings Account 
(CASA) for the merged entity is likely to 
go a little lower than the current CASA 
for HDFC Bank. The integration of tech- 
nology and people would be a serious 
challenge as well as a sensitive issue. 
Centurion Bank of Punjab, by virtue of 
its acquisitions of Bank of Punjab and 
Lord Krishna Bank, is currently on two 
different technology platforms— 
Finacle and i-flex. The erstwhile Centu- 
rion Bank was on Misys, but after tak- 
ing over Bank of Punjab, the bank 
shifted to Finacle. And the 2006 merger 
with Lord Krishna Bank had further 
complicated things, as Lord Krishna 
Bank was on (and partly still remains) 
i-flex. So CBoP is still in the process of 


How They Piled Up 








HDFC Bank CBoP 
Nat Profi 3 Tans set, W119 118 
Advances 71,386 15,083 
Deposits 99,386 20,710 
Total Assets 1,31,439 25,403 
Net Interest Margin* 43 ss. 
Branches 754 394 
ATMs , Pes |e 
* (%) (As on December 31, 2007, Figures in Rs Cr) 
Source: Respective Banks 
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bringing all its branches on to the 
Finacle platform. Given these circum- 
stances. the entry of HDFC Bank which 
works on i-flex platform wil] further 
complicate the situation. Moreover, 
bringing the banks onto a single plat- 
form will take considerable time and 
resources, and the banks will also have 
to ensure that customers do not become 
disgruntled. Whatsoever, the rating 
agency Crisil believes that the benefits 
accruing from access to a larger branch 
network and wider geographical cover- 
age will more than offset the negative 
impact of a slightly weakened asset 
quality and other integration snags in 
the short-term. 

Besides this, the merger of CBoP 
with HDFC Bank will be a big blow to 
their bancassurance partners, 
(Bancassurance is the sale of life, pen- 
sion and investment products through 
the branch network of a bank.) This 
merger will adversely impact. the busi- 
ness of Aviva Life Insurance and ICICI 
Lombarc General Insurance Co. Centu- 
rion Bank is the bancassurance partner 
for these two insurers, while HDFC 
Bank selis insurance for group company 
HDFC Standard Life. Post-merger dis- 
tribution deal between Aviva Life In- 
surance and ICICI Lombard will be 
scrapped because as per the existing 
aw of the Insurance Regulatory and 
Jevelooment Authority (IRDA), a 
ank can't sell products for more than 
me insurance company. Moreover, the 
nerger may lead to a clash with HDFC 
td., which provides home loans to cus- 
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tomers and has a large customer base 
in this segment. CBoP also has a 
strong presence in home loans. Now 
the merged entity may not sell home 
loans as this may lead to conflict of in- 
terests with HDFC Ltd. But given the 
phenomenal progress HDFC Bank has 
made in recent times through its tech- 
nology-driven and customer-centric 
business model, intertwined with 
smart and dedicated workforce and 
able leadership, it is most likely that it 
would be able to tackle the post- 
merger challenges and optimize the 
synergies, 


Emerging trends 

This HDFC-CBoP merger is a precursor 
to what lies ahead in the post-2009 sce- 
nario when the banking sector will be 
opened up. Cut-throat competition and 
RBPs stingy branch licensing policy 
mean that the scale and geographical 
reach have become critical for the sur- 





vival of the bank. So it is better to grow 
inorganically rather than through slow 
organic process. Through merger, banks 
will manage the costs better and enjoy 
economies of scale. Moreover, retail 
lending will also get a boost. 

But despite the discernible syner- 
gies, the truth is that except for those 
negotiated by the RBI, including the 
banks in financial trouble, M&As in 
the Indian banking sector have been 
few and far between. But the trigger 
should come from the government- 
owned Public Sector Banks (PSBs). 
These PSBs, though not quite occupy- 
ing the ‘commanding heights’ once en- 
visioned for them, still are in a position 
of some strength to initiate consolida- 
tion moves. But these PSBs suffer 
from political and institutional com- 
pulsions that come in the way of the 
merging of these banks despite having 





Through merger, banks will manage the costs 
better and enjoy economies of scale. Moreover, 
retail lending will also get a boost. 


ne 


distinct operational synergies. The for 
eign banks which are operating in In 
dia see themselves more as predator: 
in the M&A game and are not willing 
to be a target of acquisition by domes. 
tic banks. So the only private sector 
banks, both old and newly licensed, are 
left for acquisition target. The new-age 
private banks, which successfully 
battled their turbulent initial days, 
have every reason to be optimistic and 
so would be looking for acquisition 
rather than being the target of one. Fi- 
nally, the older private sector banks, 
though did not grow much, have a his- 
tory of independent operations. Unless 
their operations suffer a dramatic 
downturn, they are unlikely to offer 
themselves as prospective candidates 
for acquisition. 

This is not to say that there will be 
no consolidation in the future. In fact, 
the Indian banks, which are small com- 
pared to their overseas counterparts, 





are likely to go for consolidation given 
the fact that post-2009 foreign banks 
are likely to enjoy greater operational 
freedom in the Indian market. More- 
over, with increased competition, the 
banking sector is witnessing a 
general slump on all important pa- 
rameters of profitability, such as re- 
turn on assets, profit per employee, etc. 
This underscores the need for bringing 
cost-efficiencies and opening up new 
revenue streams that only size can con- 
fer. So the basic instinct of survival 
will keep the consolidation activities 
ticking in the Indian banking sector. 
And the present merger of two healthy 
banks shows that none can stop the 
inevitable.» 


~ Y Bala Bharathi, Sanjoy De È 


and G P Mrudhula 
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Oil Prices 


The Global Spillover 





With crude oil prices hovering around $100 a barrel, the developed and 


developing nations may be staring at challenges ranging from rising inflation 
and weakening of dollar to faltering growth and falling interest rates. 


—DG Prasad, Economist, MCX, Mumbai & 


Niteen Jain, Sr Research Analyst, MCX, Mumbai 





ith crude prices skyrocketing 
in the last two years, any 
news related to oil is making 
importing countries keenly watch the 
developments and interpret them care- 
fully. Making statements like “Supply 
disruptions of oil send shivers down the 
spine irrespective of the state of an 
economy—developed or developing” does 
not seem to be an exaggeration at this 
moment. This highlights the kind of role 
oil is playing in the global economy and 
the countries’ increasing dependence on 
it, which is making them more vulner- 
able to every rise in oil prices. 
Spiraling oil prices have been pos- 
ing inflation-related challenges to vari- 
ous nations over the years, weakening 
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the dollar in recent times, and thus di- 
luting the purchasing power of their dol- 
lar-holding reserves. This is further ag- 
gravating the balance of trade in the oil- 
producing nations. The severity of 
record high oil prices, backed by a weak- 
ening greenback, though slowly on the 
wane, is giving birth to a perilously com- 
plex situation that is affecting both the 
oil producing and importing nations. 
Interestingly, the impact of oil pric- 
ing was not truly felt, barring a few in- 
stances, despite acute supply shortages 
during World War II. For the time being, 
attention of the most of international 
intellectuals and the participants in 
the value chain linked to crude oil and 
its associated products is focused on the 





movement of oil prices, as the commod- 
ity is continuously lingering near the 
triple digit mark ($100 a barrel) for 
quite sometime now. 


Before and after World War II 


Prior to World War II, the concern was to 
find matching demand for the already 
existing high supply. Then, the US was 
the largest consumer of oil which it dis- 
covered in huge quantities in Texas dur- 
ing the 1930s. It is well-known that 
major oil companies in the value chain 
effectively formed a cartel to keep crude 
oil prices on higher side through strate- 
gic supply moves and lobbying with the 
government. 

However, things changed after the 
War, which had a serious impact on glo- 
bal economies as well as oil supply ca- 
pacities. And, for the first time in 1963. 
the members of the Organization of Pe- 
troleum Exporting Countries (OPEC) 
came together and acted unilaterally to 
raise oil prices. 

Vast oil reserves were discovered in 
Libya, and a US company followed it up 
by building the infrastructure. Libya al- 
tered the rules and started dictating 
terms to the West. This marked a new 
beginning as OPEC became powerful. 
But oil continued to be priced in dollar 
as the US remained the biggest gobbler 
of the commodity and the affluent part- 
ner of Saudi Arabia, the land with 
maximum oil reserves. 

The rapid increase in crude prices 
from 1973 to 1981 was due to the US 
energy policy during the post-embargo 
period. The US imposed price controls 
on domestically produced oil in an at- 
tempt to lessen the impact of the 1973- 
74 price increase. The obvious result of 
the price controls was that the oil con- 
sumers in the US paid about 50% more 
for imports compared to the domestic 
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crude oil, and the US producers received 
lower than the world market price. In 
effect, the domestic petroleum industry 
was subsidizing the US consumer. 

Further, until March 28, 2000, the 
adoption of $22-28 price band for the 
OPEC basket of crude, which exceeded 
$24 a barrel during wars or conflicts in 
the Middle East, never made it difficult 
for the US consumer. 

But this decade has seen an unprec- 
edented spurt in crude oil prices, espe- 
cially in recent times, with the global 
benchmark NYMEX crude oil futures 
having scaled a record peak of $99.29 a 
barrel on November 21, 2007, up by 
more than half over the previous six 
months and nearly double the levels 
seen during late 2006 and early 2007. 
The final shot in the prices came on 
January 3, 2008, as NYMEX crude oil 
futures breached the $100 mark to 
scale a new record of $100.09. 

Though the prices receded mildly af- 
ter breaching the landmark, it has left 
its strong mark on various nations, 
keeping policy makers and regulators 
on their toes, devising ways to deal 
with its dangerous consequences. 


Vicious cycle 

Though a majority of oil production 
comes from petro-states, oil price is de- 
nominated in US dollars, while the 
state of the US dollar itself depends on 
the state of US’ economic health. A fall 
in the dollar value against other world 
currencies makes oil cheaper for holders 
of any of those currencies. 

One way of hedging against a falling 
dollar is buying crude oil, which in turn 
triggers a rise in crude oil prices. The cur- 
rent account deficit of the US is a whop- 
ping 6% of its GDP, as over the years, the 
US has spent much more than its ex- 
ports, indicating the weakening position 
of the US dollar in international trade. 

However, the deficit was counterbal- 
anced as other nations continued buy- 
ing dollar assets such as US bonds and 
stocks. But this again comes with the 
risk of swelling debts, which, in turn, in- 
creases the default risk either due to its 
currency weakness or inflation. The 
threat of recession has even prompted 
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three successive interest rate cuts by 
the US Federal Reserve in 2007. In fact, 
the faltering growth and falling interest 
rates are suggestive of a further weak- 
ening of the US currency. 

The unrelenting decline in the US 
dollar and the slowdown in the US 
economy have forced oil-rich nations of 
the world to keep pegging their curren- 
cies to the US dollar. Although the lead- 
ers of the Gulf Cooperation Council 
(GCC), at the annual summit on Decem- 
ber 3, 2007, decided to continue keep 
pegging their currencies to the sliding 
dollar, a few actions by the member 
states, such as Oman and Kuwait, do not 


seem to conform to what was decided by 
the organization they belong to. 

However, moving away from pegging 
against the dollar will have its own 
problems for the Gulf countries. This is 
expected to further weaken the US dol- 
lar and the vast foreign reserves held by 
these nations in US dollars. 

In spite of the risks associated with 
diverging away from the US dollar, Ku- 
wait in May 2007 dropped the dollar 
peg in favor of a basket of currencies to 
keep itself off imported inflation. [ran 
too sells oil in euros and is leading the 
mission for a wider adoption of diversi- 
fied pegs within OPEC. The country also 
had some plans to set up a euro-de- 
nominated oil bourse. 

Adding insult to the injury of the 
greenback, Venezuela has also been 
supportive of a shift from oil pricing in 
dollars. Looking outside the Gulf, Rus- 
sia seems to be another large producer 
that might have little hesitation in 
starting to sell oil in euros. 

On their respective domestic eco- 
nomic front, the GCC’s six nations are 
experiencing a high growth of 4-8% on 
the back of soaring oil revenues that 
have boosted their liquidity to new lev- 


crude oil prices. 


One way of hedging against a falling dollar is 
buying crude oil, which in turn triggers a rise in 


els. However, as a result, inflation has 
also risen to double-digit numbers in 
some Gulf states. 


Commodity prices and inflation 

Spiraling oil prices and a weakening 
dollar have not only led to a rethink on 
various policy approaches by nations, 
but have also affected the prices of other 
commodities in a number of ways. On 
the supply side, crude oil enters the ag- 
gregate production function of most pri- 
mary commodities through the use of 
various energy-intensive inputs (e.g., 
fertilizers and fuel for agricultural com- 
modities) and, often, transportation 


i 


over long distances—an equally energy 
demanding process. 

For instance, a recent World Bank 
study reveals that there has been a high 
positive correlation between crude oil 
prices and wheat prices over the years. 
The findings point to the fact that a rise 
in crude oil prices has a profound im- 
pact on many agricultural products, and 
this leads to inflation. So, it is a situa- - 
tion of cost push inflation. 

Moreover, with surging crude oil 
prices and growing concerns over global 
warming and emission of Greenhouse 
Gases (GHGs), there has been an ag- 
gressive and rapid shift to biofuels, an 
eco-friendly energy resource. Now, this 
shift is increasingly diverting various 
agri-commodities as inputs to biofuel 
production and causing a flare-up in 
their prices, thus rubbing salt into the 
already global crude-induced inflation- 
ary situation. 

And, worse, even non-agricultural 
commodities could not remain unaf- 
fected by the severity of the crude oil 
surge. For instance, aluminum, which ay 
has to go through an energy-intensive 
primary processing stage, has been hurt 
by the spiraling crude oil prices. Be- 
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; sides, commodities that act as substi- 
tutes for crude oil, such as natural gas, 
coal and electricity, have also been 
badly hit. 

On the other hand, the surge in oil 
prices has increased the disposable in- 
come of oil-exporting countries and thus 
the demand for some commodities (for 
example, tea and gold that are charac- 
terized by high consumption levels in the 
Middle East oil-producing countries). 
Lastly, because crude oil price spikes are 
often associated with inflationary pres- 
sures, demand for and hence the prices of 
precious metals are also expected to in- 
crease, aS most investors believe invest- 
ing in precious metals is a better way of 
hedging against inflation and a weaken- 
ing dollar. 

So, a rise in crude oil prices is closely 
associated with a bull run in bullion. In 
fact, this relationship is not a new phe- 
nomenon; the historical price move- 
ment of crude oil and gold shows a 
strong positive correlation. In fact, the 
correlation between NYMEX crude oil 
futures price (considered continuous 
price) and Comex gold futures price 
(considered continuous price) was more 





In India, a Rs. 2 rise in petrol and diesel 
would lead to an increase by following °%: 
Food 9% 
Transport 7% 
Shopping 5% 
Personal expenditure 2% 
Source: BT, December 2, 2007 
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than 70%, starting from 1983 to mid- 
December 2007. 


Impact of high oil prices 

The other impact of high oil prices, of 
course, is the tendency to push the glo- 
bal economy into a recessionary situa- 
tion. As high prices lead to a drop in con- 
sumer demand and hence a fall in in- 
dustrial/business demand, the busi- 
ness cycle moves in a recessionary direc- 
tion. This decline in demand, however, 
results in a dip in prices. Theoretically 
speaking, high commodity prices lead to 
a fall in stock prices of organizations 
that are either direct or indirect users of 
those commodities, as an increase in raw 
material prices leads to reduced mar- 
gins and hence a drop in profits. Thus, a 
decline in profits acts as a disincentive to 
expansion, and a further drop in con- 
sumer demand compels them to scale 
down even their existing operations. 


Crude at $100 a barrel 

As long as oil flirts with $100, explora- 
tion for new reserves will continue. 
Above the $90 level, companies will 
have a powerful incentive to drill 
harder-to-reach supplies even in the tar 
sands of Canada or deep waters, even if 
the oil is heavier and of lower quality 
than light sweet crude oil. 

Brazil’s national oil company, 
Petrobras, for example, just announced a 
large crude discovery nearly five miles 
beneath the ocean surface. Companies 
such as ExxonMobil, BP and Conoco 


Phillips are already upping their invest- 
ments in such low-recovery projects. 

Further, new incentives for new in- 
vestments arise in energy efficiency and 
renewable energy options. Initiatives 
such as plug-in hybrid cars or cellulosic 
ethanol have become more cost-com- 
petitive. Higher oil prices have also 
ratcheted up pressures on the US Con- 
gress for new laws supporting renew- 
able, cleaner energy sources on a larger 
scale in the US. Although supplies can- 
not be increased in the short-term, they 
can be augmented in the long run. 


Looking ahead 

The fear of three-digit crude oil prices is 
today haunting the developed and devel- 
oping nations alike. Even though it is 
partially made up by the weakening 
greenback, the increasing economic mo- 
mentum in Asian economies, such as 
China and India, is making them wor- 
ried about their net balance of trade po- 
sitions as both are net importers of crude 
oil in the world. While, rising costs have 
been the concern of oil importers, in- 
creasing inflation has been the worry of 
the major oil-importing nations due to 
various other factors, including their cur- 
rency peg against the US dollar. This 
shows that all the stakeholders in the ail 
economy are perplexed by the move- 
ments in the crude oil markets. 

Although crude touching the three- 
digit mark would definitely be bad for 
economies, environmentalists would be 
happier as it would lead to less consump- 
tion of crude oil, promotion of the use of 
eco-friendly biofuels, increased research 
in energy conservation and recycling, and 
development of energy-efficient technolo- 
gies and other alternative fuel sources 
that are environment-friendly. 

While crude oil at $100 a barrel 
mark is both good and bad news for 
the global economy, the speed with 
which researchers, innovators, technol- 
ogy developers and policy makers re- 
spond to it would decide its impact on 
the overall economic growth in the com- 
ing years.= 


Views expressed above are personal. 
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Energy Security 


What Is Behind the Rush? 


irked by the sluggish global energy production, the US, China, Japan and 
EU—the world’s leading energy consuming nations—have started 
responding instantly to the increasing energy prices. 





ower energy efficiencies, swift in- 

dustrialization and vigorous 

growth in the emerging econo- 
mies of Asia, Latin America and Europe 
have accelerated world crude oil and 
natural gas demand, of late. Galloping 
demand over the past six years, mostly 
from China, India and the US, which look 
to devour more energy and ensure con- 
tinuous supplies to keep their economies 
rolling, has put pressure on the oil sup- 
plies. Consequently, it has resulted in 
the steady rise of the energy prices glo- 
bally, with oil prices hitting record- 
breaking $100 per barrel, recently. 
China is an increasing net importer of oil 
and other fossil fuels, in spite of having 
extensive energy reserves, as its crude oil 
imports scaled an all-time high to reach 
163.17 million tons in 2007, an increase 
of 16.9% from the previous year. The high 
consumption of oil in the US remains the 
biggest reason for the sustained growth 
in the global demand. 

There is a sign of mounting uncer- 
tainty as energy production has de- 
clined in major oil-producing nations. 
The Middle East countries which pos- 
sess 60% of today’s known oil reserves 
have been hit hard by the unpredictable 
political situation in the area, including 
the US war on terrorism. The assertive 
geo-strategic significance of Russia— 
the main supplier of energy to the EU— 
too has a major impact on the global 
energy prices and has undermined pe- 
troleum-related exploration. Geopoliti- 
cal instability has been a cause of con- 
cern and is hampering investment in 
both oil and natural gas pipelines infra- 
structure, creating future transporta- 
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tion bottlenecks. Intensifying govern- 
ment control over energy resources in a 
number of countries, including Russia 
and Venezuela, is unfavorably impact- 
ing world petroleum-related energy 
supply growth. However, the escalating 
gap between demand and supply of en- 
ergy has undoubtedly questioned the 
future energy security. 


Rush for reservoirs 
Amid the obstinately high energy prices 
and increasing energy insecurity, the 
race for resources has assumed unprec- 
edented urgency, and the year 2008 will 
experience the open chase for energy 
supplies by the world powers. For in- 
stance, the US is all set to improve en- 
ergy efficiency, and likewise the EU at- 
tempts to ensure energy efficiency so as 
to realize the goal of saving 20% of en- 
ergy consumption compared to projec- 
tions for 2020. The large-scale competi- 
tion especially for oil reserves is deep- 
ening. The promising countries, notably 
India and China, are frantically in need 
of stable oil and energy supplies and to 
a large extent, the rush for oil reserves 
is being driven by both the countries. 
Energy-hungry China is keenly seek- 
ing deals with the energy-rich nations in 
Africa and Middle East countries. 
China’s escalating appetite for foreign 
fossil fuels will certainly put further 
pressure on other countries to enter the 
race. Big Chinese companies have 
rushed to countries like Canada, Indo- 
nesia, Russia, etc. to undertake over- 
seas oil production. According to ex- 
perts, China’s aggressive role in the 
world oil market came to the fore when 


CNOOC (China National Offshore Oil 
Corp) launched a takeover bid for US oil 
and gas firm, Unocal, though it failed to 
clinch the deal. The Indian Government 
too has taken steps to help Indian com- 
panies acquire energy resources over- 
seas. 

Also, China and India have taken 
steps to jointly march forward to secure __ 4 
their future energy needs. A joint ven- 
ture between Oil and Natural Gas Corp 
(ONCG)—India’s largest oil and gas 
company—and China Nationa! Petro- 
leum Corp (CNPC) appeared as an at- 
tractive bidder for Alberta-based Petro 
—Canada’s oil producing assets in 
Syria. 

Japan too has taken several mea- 
sures to ensure oil security, though its 
economy is among the world’s most en- 
ergy-efficient. This is the country which 
has seen several oil shocks in the past, 
mainly in the 1970s, but thanks to its 
technical innovation and substantial 
energy-saving efforts, it has been able 
to spare the blushes. It has now ample _ 
oil reserves and is much more resilient ) 
to high oil prices. Japan’s incessant fi- 
nancial aid has helped its explorers in 
developing overseas projects. 

To be particular, many of its oil and 
gas companies, including Nippon Oil 
Corporation, have licenses to explore 
and expand deposits in countries like 
the US, Libya, Vietnam and Canada. 
The Japanese New National Energy 
Strategy aims to prop up Japanese oil 
majors to compete with foreign rivals 
for increasing the ratio of ‘Hinomaru 
oil’—oil developed and imported 
through domestic producers—to 40% by 
2030. Now resource-poor Japan is on its 
way to locate more offshore oil deposits. _ 


Asking for more 
Escalating competition for energy 
among oil and gas producing nations 
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INTERVIEW 


“Any proper consideration of energy security should therefore be founded on a holistic under- 
Standing of security risks, which include environmental, social and economic impacts.” 


How do you see the recent thrust to global energy 
security? 

Maria Argiri: High energy prices and geopo- 
litical events over the past few years have 
put energy security at the top of the interna- 
tional policy agenda. They have reminded us 
that energy systems are vulnerable. At the 
same time, global energy demand continues 
to increase and import dependence is also 
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introducing or considering introducing poli- 
cies to address energy security concerns. 
These are often combined with policies to 
address climate change—the other major 
issue on the energy policy agenda. Such poli- 
cies typically include energy efficiency, renewables and 
nuclear power. 

Paul Waide: Energy security has come to the fore in recent 
years because the growth in global energy demand has out- 
stripped the growth in supply, which has led to higher energy 
prices and increased the bargaining power for energy suppliers. 
In part, this is a result of faster than expected growth in eco- 
nomic activity spearheaded by the dramatic growth of the ma- 
jor Asian economies of China, India and Russia; however, it is 
also a reflection of insufficient investment in certain parts of 
the energy supply chain coupled with a failure to adequately 
improve the efficiency of energy use. Nor can energy security be 
decoupled from other security issues such as climate change. 


According to you, what are the various aspects of World Energy Security? 
What role do you foresee for OPEC in this regard? 

Maria Argiri: Energy security involves providing reliable en- 
ergy at affordable prices. Oil and gas production is becoming 
increasingly concentrated in a few countries, notably Middle 
East OPEC countries and Russia. As dependence on oil and 
gas imports from these regions increases, their ability to ex- 
ercise market power will also increase. Consequently, there is 
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a higher probability that they will seek to im- 
pose higher prices by deferring investment 
and constraining production. Price volatility 
is also likely to increase in the future. 

Paul Waide: The traditional and prevalent 
view of energy security is access to sufficient 
affordable energy, but there are two blind 
spots in this characterization. The first is 
that people and economies do not require en- 
ergy per se but energy services, and these are 
provided by the blend of energy supply and 
the efficiency of its use. A priori recognition of 
this brings efforts to raise energy efficiency 
into the energy security equation, and as it 
happens, this is where the largest opportunity 
for net energy-consuming nations to address their energy secu- 
rity concerns resides. The second is that fossil energy is the key 
driver of anthropogenic climate change, which is a serious threat 
to future economic and social well-being. Any proper consider- 
ation of energy security should therefore be founded on a holistic 
understanding of security risks, which include environmental, 
social and economic impacts. 

The largest known fossil energy supplies reside in OPEC 
and Russia and their share of global reserves is set to in- 
crease as reserves in other regions are being exploited at a 
faster rate. As OPEC and Russia increase their share, they 
could exploit their market power to maintain higher prices, 
but ironically, it is exactly these sustained higher prices 
that are likely to accelerate the transition towards a more 
energy-efficient and less fossil-fuel dependent energy 
economy. As the prospect of sustained higher prices grows, 
net energy consuming nations will look to diversify energy 
sources and make greater efforts to minimize demand. Con- 
cerns about climate change and the environmental impacts 
of fossil fuels are likely to add to this effect, and therefore 
energy producing nations may well be wary of pushing prices 
to the point of triggering major investments in alternative 


shows no sign of abating. The global en- 
ergy industry has a challenging future. 
There prevails an unremitting debate 
worldwide whether the reserve levels 
will continue to expand in the decades 


- ahead to fulfill the upward thirst for en- 


ergy. In a tense global oil market such 
as the current one, expecting spare pro- 
duction capacity, mainly in the OPEC 
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region, is asking for too much. The exist- 
ing pace of advanced technology gives 
many the hope of exploiting 
unsalvageable reserves. To some ex- 
tent, bigger demand has eroded the 
value of spare capacity of many OPEC 
countries including Saudi Arabia which 
is often called the ‘central bank of oil’. 
Open conflicts for exploiting energy 


from resource-rich areas could trigger 
major diplomatic disputes. The period 
between 2010 and 2020 may create dif- 
ficulties to keep the imports flowing in 
because of a state of declining produc- 
tion mainly in Russia, Algeria and even 
in Saudi Arabia. The decrease in pro- 
duction in these nations can be compen- 
sated with sufficient efforts to exploit 
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energy-services infrastructure, which lead to irreversible 
changes in the energy supply mix. 


What is your view on the strategies followed by several nations, such as 
India and China, to ensure energy security? 

Maria Argiri: Demand foroil in China and India—particularly 
for transportation—is expected to grow rapidly in the future in 
line with their projected strong economic growth. But their do- 
mestic oil resources are limited and they 
need to rely increasingly on imports. Policy 
makers in both countries, like in many other 
oil consuming countries, are increasingly pre- 
occupied with their growing dependence on 
oil imports. They have devised policies to di- 
versify supply routes and deal with supply 
interruptions. They are also increasingly pur- 
suing policies to diversify their countries’ en- 
ergy mix and to reduce the growth in energy 
demand through greater energy efficiency. 
Paul Waide: Beyond the sensible efforts 
being made to diversify sources of energy 
supply and remove infrastructure bottle- 
necks, most countries have begun to put en- 
ergy efficiency efforts to the fore of their en- 
ergy policies and India and China are no ex- 
ception. However, far more can and should be 
done to make these efforts more effective so the full scale of 
opportunities, which are available from more efficient energy, 
are exploited. In the short-term, this means ensuring that en- 
ergy is used at least as efficiently as in the OECD, but this 
should constitute a minimum policy ambition given that energy- 
using practices in the OECD evolved during an era of cheap en- 
ergy and that there are insufficient resources for them to be 
repeated at the global level. Emerging and developed economies 
will need to be mindful that they plan for the long-term and take 
what steps they can today to ensure they are not being saddled 
with inefficient energy-using capital far into the future. Attain- 
ing this will require much greater investment in the delivery of 
efficient energy services than has hitherto been the case and is 
also likely to require major regulatory, capacity and institu- 
tional building efforts. 


What couid be its fallout? 
Maria Argiri: Rising global oil demand poses a growing 
threat to energy security. Oil use is increasingly concentrated 
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in the transport sector, where fuel alternatives are limited and 
therefore demand for oil is not much affected by prices. Conse- * 
quently, global oil demand becomes less responsive to higher 
oil prices and continues to rise inexorably. High oil prices are 
already contributing to higher inflation in some countries, and 
this can be particularly harmful for poor developing nations. 
Oil production capacity will increase in the coming years, but 
there are many uncertainties about whether investment in 
new production facilities will be sufficient to 
meet the demand. The world could face a sup- 
ply-side crunch by 2015. 

Paul Waide: Quite diverse energy futures 
are imaginable depending on decisions 
made in the next decade. Failure to reform 
the way we provide our energy services is 
likely to lead to high prices, constrained sup- 
ply and more severe environmental degra- 
dation. Alternatively, investment of time, 
resources and capital in raising energy effi- 
ciency and accelerating adoption of non-fos- 
sil energy sources can maximize the provi- 
sion of energy services while minimizing en- 
ergy security risks in the broader sense and 
at a lower net cost for society. 


How do you view the future of global energy? 
Maria Argiri: The Reference Scenario of the IEA’s World En- 
ergy Outlook shows that if we continue on the same path, global 
energy demand will rise by 55% between 2005 and 2030. This 
is a bleak picture indeed, as most of the world’s additional 
demand is being met by fossil fuels. Dependency on oil and gas 
imports will rise unless measures aimed at reducing the use of 
fossil fuels are put in place. Many governments are considering 
implementing new policies, but it is important that they act 
urgently. j 
Paul Waide: At present, the most likely scenario is something 
between the two prospects I've mapped out above. There is a 
growing understanding of the issues and remedies within gov- 
ernment, the private sector and society at large, but there is still 
a tremendous inertia to be overcome for effective actions to be 
fully implemented. Most imperatively, there’s a need for greater 
urgency for worst case scenarios to be avoided. If the latest cli- 
mate change projections of the Intergovernmental Panel on Cli- 
mate Change are correct, these could be grim indeed regardless 
of the more traditional energy security concerns. 


energy supply horizons, and suitably 


the production possibilities mainly in 
Iraq. Analysts opine that vast amounts 
of capital are required to be poured into 
the Persian Gulf and invested else- 
where if future reserves are to meet the 
anticipated energy demand. 

An integrated policy approach and 
persistent global action with a wide 
range of defined policy tools could be of 


40 | April 2008 | 


high importance to resolve future en- 
ergy crises. The ever-increasing inter- 
connectedness of international mar- 
kets and unrelenting political turbu- 
lences in oil-rich areas are reshaping 
the international energy market. Ap- 
plying innovative and unparalleled 
strategies, international cooperation, 
market transparency, broadening the 


maintaining the global energy supply 
system may altogether be the key to 
face the future energy security chal- 
lenges successfully.= 


— Amit Singh Sisodiya and Siba Prasad Pothal 
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Harnessing Wind Power 


Amidst the increasing concerns about climate change and the ever- 


increasing fossil fuel prices, the 
technologies, especially wind energy, 


energy 









Yoe ever-increasing cost of fossil 
fuels is changing the economics 
= ofthe energy market. Especially, 
renewable energy is gaining momen- 
tum net only on environmental merits, 
but also on price, making the power 
market more competitive. Against the 
Present consumption levels of oj] and 
natural gas, global supplies of fossil fu- 
els would be depleted within decades. 
Estimates indicate that prices are ex- 
pected to rise significantly long before 
supplies run out, making these fuels too 
expensive to use at current levels. This 
is compelling consumers to think of and 
switch over to alternative sources of en- 
ergy. On the other hand, technological 
breakthroughs, government mandates 
and tex credits are increasing the avail- 
ability of renewable energy further. 

However, it is not without its down- 
side. Wind doesn’t blow always and 
strong wind resources are restricted to 
only some regions. Despite this, at- 
tempts to harness wind energy are pick- 
ing up, as it can protect the users from 
volatility in the price of fuels, 


A wind turbine hub in the making 
India’s wind energy program was initi- 
ated in the early 1980s, but there has 
seen some Progress in the sector cnly 
cently. With its thousands of miles of 
‘oastline, the country is best suited for 
ffshore wind generation projects. To- 
lay, the country is the fourth largest 
enerator of wind power in the world af. 
er Germany, Spain and the US. It is not 
nly the largest wind power market in 
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development of renewable energy 
will significantly improve the nation’s 


Cy Security. 
E l TA 


Asia-Pacific, but is also emerging as the 
manufacturing hub for wind turbines 
and related parts and equipment. 

India has been attracting signifi- 
cant investments from foreign compa- 
nies, which include Hong Kong-based 
CLP and Epuron Energy, Roaring 40s of 
Tasmania, Westwind of Australia, 
Axiona of Spain and BP Energy India. 
Currently, wind power forms a major 
portion of renewable energy sources, 
contributing about 7% of India’s in- 
stalled generation capacity. Moreover, 
India was one of the five countries in the 
world that added more than 1,000 MW 
wind energy capacity in 2006-07. 

In order to meet India’s growing hun- 
ger for power, various states are setting 
up wind energy projects, and the govern- 
ment has set mandates for some states 
for producing 10% of their power from 
renewable sources. The advances in 
technology have made it possible to re- 
duce the cost of wind in the past decade. 
Wind power is becoming a lucrative 
business as the gestation period of wind 
turbines is coming down. 

PSU majors like Bharat Heavy 
Electrical Limited (BHEL), National 
Aerospace Laboratories (NAL) and 
other leading private companies are 
producing wind power generating units 
indigenously, Suzlon, Enercon and 
Vestas RRB are leading the front. 
Power majors like Tata Power and Na- 
tional Thermal Power Corporation 
(NTPC) are busy working on their plans 
to make it big in this sunrise sector. 


Even ONGC, HPCL and Reliance En- 


ergy are also investing in Setting u 

wind farms. Not to be left behind, tk 

railways purchase power from stat 

electricity boards at a much higher pric 

than any other industry. Developin, 

their own wind power projects woul 

mean entering into wind power genera 
tion and saving on power costs for vari 
ous operational uses. With oi] prices 
soaring, the government is planning tc 
foray into wind power generation 
through its Public Private Partnership 
(PPP) model. The power-intensive in- 
dustries such as cement and textile are 
undertaking wind power projects on a 
larger scale to earn green profits by gen- 
erating carbon credits. 


Unutilized potential remains 

Wind power in India is still at a nascent 
Stage since despite the vast potential 
for wind energy, less than a fifth of this 
potential has been realized so far. Ob- 
servers of wind power say while money 
has been invested in setting up wind 


farms, very little power is actually be- 


ing generated. Also, the major con- 
straint of wind power is that it is vari- 
able, seasonal and mostly available 
during monsoons. Hence, the plant load 
factor in wind power plants ranges from 
20% to 40% compared to coal-fired 
plants where it js between 75% and 
85%. Besides, the per unit cost of wind 
power is also quite high. KPMG esti- 
mates that wind power costs around Rs 
3.5 a kilowatt hour, compared to Rs 2.5- 
3 for imported coal. According to TERI, 
in India, it costs a wind farm about 7 US 
cents to produce a kilowatt-hour of elec- 
tricity, approximately 50% more than 
coal. Also, wind power requires an in- 
vestment ranging from Rs 3.5-6 cr to set 
up 1 MW of wind power capacity on av- 
erage as against Rs 4 cr per MW re- 
quired for a conventional coal-fired 
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“The government should recognize the importance of small wind turbines and 
disseminate wind technology throughout the country.” 


How do you see the wind energy scenario in India? 
Wind power has emerged as the biggest re- 
newable energy source in the world. India is 
currently the fourth biggest wind power pro- 
ducer in the world. The Government of India 
(GOI) has estimated the potential of wind 
power to be 45,000 MW. So far about 7,660 
MW capacity has been installed in India. All 
_ this power is obtained through big wind tur- 
- bines of 250 KW to 1,250 KW capacity. The 
modern European trend is to make bigger 
wind turbines, and hence 2 MW wind turbine 
has become very common. 

So, as a follower of the European technology, the GOI pro- 
motes big wind turbines and does not recognize the potential 
of small wind turbines. In fact, there is huge potential in 
small wind turbines in India. As per my own estimate, 
roughly 100,000 MW power can be produced in India from 
small wind turbines up to 10 KW. There are bright prospects 
for establishing about 50 million small wind turbines from 
500 W to 10 KW capacity. Such a huge possibility exists in 
India but unfortunately small wind turbines are totally ne- 
glected by the GOI. 


What has made India one of the fastest growing markets for wind 
energy compared to other countries? 

There exists a highly developed industrial infrastructure in 
India to manufacture generators, gear boxes, blades, towers, 
controllers, etc. Highly skilled manpower is also available in 
India. India also has vast resources and potentiality. However, 
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the industrialists of Europe and India joined 
hands and persuaded the GOI to formulate a 
policy promoting only big wind turbines. This 
has only resulted in abnormal profits for a 
handful of industrialists at the cost of com- 
mon masses. 


Aadhunik Global Energy 
Tinytech Plants 
Rajkot 


What are the stumbling blocks for the wind energy 
sector? Do you think this sector has not taken off in 
the way it should have? 
I do believe that wind energy sector has not 
taken off in the way it should have. The 
present development is not appropriate to 
our typical situation. In India, landholding is small. Farms are 
small. There are about 100 million small farmers in India. A 
lot of industrial manufacturing is also through tiny and small 
industries, which consume less than 10 KW power. So there is 
a possibility of small wind turbine in every farm and every 
small factory where there is an opportunity for tapping wind 
energy. Therefore, millions of small wind turbines should be 
installed in the small farms of India so that farmers can be- 
come self-reliant and produce the electricity needed for water 
pumping and other agricultural purposes. If small wind tur- 
bines are promoted in India, every farmer can supply the excess 
power to the grid and thus the power shortage can be avoided. 
The GOI spends about Rs 6 cr for installing 1 MW capac- 
ity of electricity generation. This is equivalent to Rs 60,000 
per KW, or roughly 1,100 euro per KW. Big wind turbines are 
available at the cost of euro 1,000 per KW of installed capac- 
ity. This cost can be substantially decreased in India. As per 


plant. Further, grid availability is a 
major constraint where the evacuation 
facilities are not made in many places. 
At the same time, the wind power pro- 
duced cannot be linked to the grid. How- 
ever, companies are combating these 
problems by laying access roads and 
building power evacuation lines to 
transfer wind power and connect wind 
farms to electricity grids. 


_ Government support 

High capital cost and seasonality make 
the wind energy expensive, and it has 
been reported that plants often run at a 
quarter of their capacity compared to 
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80% capacity for nuclear power. As 
such, the sector is supported by tax in- 
centives and subsidies. Anil Kane, 
President, World Wind Energy Associa- 
tion opines, “The market for wind en- 
ergy is enormous in India and we have 
feedback that order books of all the 
wind mill manufactures are full.” There 
was a spurt in the activities of the gov- 
ernment once it identified wind energy 
as one of the renewable energy sources 
with tremendous potential for growth. 
It is trying to attract significant invest- 
ments through independent power pro- 
ducers. Hence, the government is offer- 
ing incentives that include interest sub- 


sidy and capital subsidy, and exemp- 
tion from excise and concessional cus- 
toms duty. The wind power projects cur- 
rently get fiscal incentives and tax cred- 
its, which make wind power attractive. 
Besides, the government is offering lu- 
crative incentives to develop the use of 
wind energy; investment in wind energy 
qualifies for a hefty 80% depreciation 
benefit in the first year of minimum six 
months operations. Promoters in wind 
energy also enjoy easy credit facilities, 
cheaper tariffs, a 10-year tax holiday 
and free grid linkage. 

Despite these benefits, the sector is 
yet to take off to realize the country’s 
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my estimate, small wind turbines can be cheaper than big 
wind turbines on the basis of per KW cost. If systematic efforts 
are made, it is possible to reduce the cost of small wind tur- 
bines up to euro 500 per KW, i.e., half of big wind turbines. As 
per my own estimate, it is not impossible to reduce it up to euro 
300 (Rs 16,000-18,000 per KW). This means that investment 
in small wind turbines on per KW basis will be only one third of 
the investment made on big wind turbines. Thus, small wind 
turbines will be strongly viable throughout the world and India 
can become not only the No. 1 in wind power, but also the big- 
gest supplier of small wind turbines to the world. 


What, according to you, should the government do to make the wind 
energy business more attractive for independent power producers, 
essentially private sector power companies and foreign players? 
Unfortunately, there is total vacuum with regard to wind 
turbine technology in India. There is a lack of awareness 
regarding wind energy. Aerodynamics is a strange word in 
India. None of the Indian universities or engineering colleges 
offers a course on wind energy. The government should recog- 
nize the importance of small wind turbines and disseminate 
wind technology throughout the country. There should be 
degree and diploma courses and also short-term certificate 
courses in wind energy technology in every university. The 
government should encourage the publication of technology 
books related to wind energy in all the regional languages. 
Then technology can spread even to villages and many techni- 
cians will start understanding and manufacturing small 
wind turbines. The GOI has already passed the Electricity Act 
2003 in favor of renewable energy and distributed generation. 
But it has not implemented in practice so far. It is highly 
essential to give permission to connect small wind turbines 
with grid power. If this much is done at the government level, 
in one or two decades, India will really become number one in 
the world in wind energy production and that also only 
through small wind turbines producing roughly 100,000 MW 
of electricity. But it is most unfortunate that our government 
is lacking this vision. 


If the government permits grid connection to small wind 
turbines, then simple induction motors can be used as gen- on 
erators and thus small wind turbine will become extremely 
cheaper and strongly viable compared to big wind turbines. 
Also, the cost of electricity will be much cheaper than that 
produced by thermal power stations. I think foreign players 
have not much role except to import small wind turbines in 
huge quantities and establish in their countries. 


How do you project the demand for wind energy in the coming years 
and the Indian market potential for the wind energy sector? 

I have already mentioned that there will be a huge market. 
Once the government permits free grid connection to the 
small wind turbines, people will recognize the scope of small 
wind turbines, and many engineers and technicians will start 
producing small wind turbines. As India is a poor country, 
such simple technology will suit it better. The use of cloth 
sails wind rotors and tube and wire type blades helps in re- ^ 
ducing the cost of wind turbines. The most scientific air foil 
sections of blades are made from wood in Europe which last 
up to 20 years. Scientific wooden blades can be easily made in 
India. Similarly, wooden towers are also cheaper and suitable 
for small wind turbines. I feel that very cheap small wind 
turbines will be a reality in India within a few years. The only 
constraint is lack of knowledge of small wind turbines. Hugh 
Piggott’s book Windpower Workshop is one of the best books to 
have a practical understanding of wind turbine technology. 
Many such books should be translated and published in 
Hindi and regional languages. Such steps are necessary to 
take this technology to the rural masses. 

It’s my conviction that small wind turbines up to 10 KW 
capacity are extremely cheaper and hence strongly viable. If 
the government removes the hurdles to grid connection, en- 
courages the installation of small wind turbines, and creates 
awareness among the people regarding the potential of small — 
wind turbines, I’m sure that, in another 20 years, electricity 
will flow via the grid lines in the reverse direction, i.e., from 
villages to cities and India will have a surplus of power. 


potential. Debashish Majumdar, Man- 
aging Director, Indian Renewable En- 
ergy Development Agency (IREDA), 
says, “Depreciation benefit does play a 
good role and it has given the sector the 
initial fillip it needed, but now it needs 
to be expanded.” Agrees Ram Babu, 
Managing Director, CantorCO2e India: 
“Right now, the structure is such that 
only the attraction of tax deferment is 
bringing in investors (into wind energy). 
It has become more of a tax deferment 
instrument for bigger companies with 
high tax liabilities. As of now, there is 
hardly any wind project in India which 
is not used for tax reduction.” 
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The road ahead 

Wind energy is the fastest growing sec- 
tor, receiving the largest share of an- 
nual investments among all the renew- 
able sources of energy. It contributes 
about 2% of India’s power, but as costs 
drop, it may go up to as much as 12%. 
Wind power is increasingly high on na- 
tional and global agendas, and the ex- 
perts say that if a firm wants a wind 
plant they'll have to book a year in ad- 
vance. Foreign companies are eager to 
foray into wind energy in the country to 
earn carbon credits. As such, to encour- 
age foreign investments, providing per- 
formance-linked benefits is necessary. 


Also, the government is planning to 
boost wind energy capability by target- 
ing an additional wind power capacity 
of 10,500 MW in the next five years. 
However, even if the ambitious targets 
for wind power are realized, the expan- 
sion of the power sector as a whole will 
keep wind energy’s overall share quite 
low. With the emergence of globally 
competitive Indian wind turbine mak- 
ers, the country has the potential to 
emerge as the wind energy superpower 

of the world.# . 


— N Janardhan Rao and V Ratna 
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Fuel Subsidies 


A Costly Affair 


 IndianOil 


es. 





The record high crude oil prices are forcing governments, especially highly 


oil subsidized countries, to reconsider their policy on oil subsidies. Removal 
of oil subsidies might cut demand in some of the world’s fastest growing 


economies. 





Oil subsidies should be avoided to 
artificially lower domestic energy prices 
through fiscal measures. It works against 
market-based adjustment of energy de- 
mand. There’s probably a better way of 
spending that money rather than subsi- 
dizing energy. 

-G7 Finance Ministers 
and Central Bankers 


n spite of the global economic slow- 
down, the price of crude oil has 
stayed well above $100 per barrel. 
Increased geopolitical risk is also add- 
ing further embedded premium, mean- 
ing prices would only rise and not de- 


_ Cline in the coming days. Accordingly, 


the perspective on crude oil prices 
should be based on the fact that major 
oil-consuming nations and even oil pro- 
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ducers are faced with the problem that 
subsidized fuel prices pose to their 
growing economies. 

Governments, especially those in 
highly oil subsidized countries like 
China and India, are no longer in a po- 
sition to push the inevitable to the fu- 
ture. They are now starting to roll back 
subsidies that have kept the prices of 
gasoline and other fuels artificially 
low. Moreover, mounting subsidies in 
the pricing of hydrocarbon energy prod- 
ucts indirectly pose environmental 
risks, as they encourage excessive use 
of hydrocarbon energy. Countries like 
India should drastically and urgently 
reconsider their energy pricing and 
transportation policies to fight the 
ever-increasing traffic and pollution 
that their cities face. 





Oil subsidies — A growing 
concern 

In Asian countries, retail prices of petro- 
leum-based products like gasoline, kero- 
sene and diesel are highly subsidized in 
particular to make them affordable to 
citizens who earn lower wages. By subsi- 
dizing oil prices, governments absorb the 
costs directly or pass them along to oil 
exploration and production companies. 
For instance, reports predict that the In- 
dian Government will pay Rs 500 bn or 
$12.7 bn in fuel subsidies in the fiseal 
year ending March 2008. Higher fuel 
prices will have a direct impact on the 
economic growth. Consumers will have 
to curtail spending, which in turn can 
help the broader economy. In some coun- 
tries, high fuel prices even threaten to 
cause civil unrest among poverty- 
stricken masses. On the whole, high sub- 
sidies on oil prices are likely to worsen 
the fiscal conditions of highly subsidized 
oil-consuming economies. 


Rolling back subsidies 

Against this backdrop, the G7 nations 
have demanded an end to the oil subsi- 
dies offered in China, India and Indone- 
sia to shield the domestic consumers 
from high energy prices. An end to energy 
subsidies might cut demand in some of 
the world’s fastest growing economies, 
easing the pressure on prices. China has 
taken the lead by increasing its gasoline 
and diesel prices by 10% in an attempt 
to curb demand and ease pressure on re- 
finers, who have been crushed between 
the soaring value of crude oil and fixed 
prices for fuel. The Indian Government 
plans to further increase the prices of 
both petrol and diesel. However, theugh 
gasoline and diesel are subsidized they 
are also taxed as much as 100%, while 
prices of kerosene and LPG are kept very 
low in India to make them affordable to 
the lower and middle classes. 
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INTERVIEW 


makes it to household stoves.” 


How do you view the efficacy of the current system 
lor fuel subsidies? 

The current system of fuel subsidy is seem- 
ingly equitable, but if we compute the flow of 
subsidies, the bulk goes to the affluent sec- 
tion and that is a huge eost to the exchequer. 
Even targeted subsidies end up in the wrong 
hands. But lots of well-to-do restaurateurs, 
hotels, affluent consumers and higher 
middle-class consumers take advantage of 
it. The richer half of India’s urban popula- 
tion captures about three-quarters of LPG 
and kerosene subsidy. Unfortunately, about 
half of India’s subsidized kerosene never 
makes it to household stoves. It is diverted 
to the black market, where it is either sold 
at a higher price or used to adulterate diesel, 
which sells for about Rs 30 per liter. 

As regards the efficiency of the current system, it has 
still not become possible to plug the leakages in the system 
and, therefore, a revenue loss as well as black money is gen- 
erated in the process. Every year the exchequer loses about 
Rs 235 cr by way of leakages and hence the system is far 
from efficient. 

Subsidy on kerosene should be restricted to BPL fami- 
lies only. Whereas, subsidizing LPG has no merit since it is 
mainly used by the above poverty line segment of the society 
for cooking and also for running vehicles. Anyone using more 
than one cylinder need not be provided subsidized access to 
LPG. 





Dr. RS Deshpande 
Professor and Head, Agricultural 
Development and Rural Transforma- 
tion Center, Institute for Social and 
Economic Change, Bangalore 





“The richer half of India’s urban population captures about three-quarters of LPG and 
kerosene subsidy. Unfortunately, about half of India’s subsidized kerosene never 


How much pressure the oil subsidy is exerting on 
the fiscal situation in India, given that the govern- 
ment issues oil bonds to help make up the revenue 
shortfall of the oil companies? 

According to Lombard Street Research, a Brit- 
ish firm of economists, during 2007-08, India’s 
fuel subsidies cost as much as $17.5 bn. That 
amounts to as much as 2% of the country’s 
GDP. The 2006-07 budget increased the sub- 
sidy for petroleum sector to Rs 3,080 cr from 
the 2005-06 revised estimate of Rs 2,900 cr. 
Subsidies account for the major increase in 
public expenditure, with the Union 
Government’s subsidy burden rising 
at an average rate of 13%. A whopping 
Rs 209,000 cr was spent by the central gov- 
ernment on subsidies from 2001-02 to 2005- 
06. The government spent Rs 46,874 cr in fis- 
cal year 2005-06 on subsidies, and this has been rising at an 
average rate of 13% per annum. The rate of increase in subsi- 
dies slowed down subsequently and the last fiscal year wit- 
nessed a 7% increase. The average share of petroleum subsidy 
in the total subsidy bill of the government stands at 9%, ac- 
cording to an Assocham Eco Pulse Study on public expenditure 
for the last five years. 

We subsidize kerosene and LPG directly, whereas the 
other subsidies are indirect. It keeps other fuels, such as diesel, 
artificially cheap by the simple expedient of stopping state oil 
companies from raising their prices. These firms keep them- 
selves afloat with ‘oil bonds’, which the government guarantees 


State-owned upstream oil compa- 
nies like ONGC are absorbing some of 
the costs and the remaining is passed 
along to refineries and offset by 
government’s oil bond issues to these 
refineries. Abheek Barua, Chief Econo- 
mist, HDFC Bank, opines, “India’s cur- 
rent fuel subsidies could be unsustain- 
able in the long-term. In the short-term, 
the government has been able to absorb 
subsidies, in part because revenues 
from corporate taxes are strong and 
there is plenty of cash flowing into the 
country from foreign investment.” He 
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further adds, “If oil touches $100 and 
moves up even further, by early next 
year some adjustment in retail prices is 
inevitable.” 


The subsidy paradox 

Fuel pricing in the country is more of a 
political issue than an economic activity. 
Availability of cheaper kerosene and a 
subsequent rise in diesel prices by the 
government may lead to a possible arbi- 
trage between the two. There has hardly 
been any attempt by the government to 
curb the ballooning subsidy bill despite 


repeated demands for a corrective action 
over the years. A survey by the Associ- 
ated Chambers of Commerce and Indus- 
try (Assocham) reveals 38.6% of the 
kerosene subsidy meant for the poor 
through Public Distribution System 
(PDS) disbursement is totally being di- 
verted for black marketing and adultera- 
tion purposes, the cost of which to exche- 
quer is estimated to be Rs 5700 cr. Also, 
subsidies counteract any measure taken 
towards energy conversation and misuse 
the funds that could have been used to 
finance infrastructure projects. 
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but does not enter on its books. In October 2007, for example, 
the government announced it would issue bonds worth Rs 235 
Ún, which will compensate oil-market companies for about 
43% of their losses. The impact of this is yet to be analyzed. 


Do you think we can achieve any equilibrium in the domestic market in 
terms of pricing or finding a formula for kerosene and LPG or diesel and 
petrol? 
We may achieve equilibrium in terms of comprehensive pricing 
formula. This comprehensive pricing has to allow both the 
market and the public companies to play their respective roles. 
In the case of diesel and petrol, we can allow oil companies 
some freedom to fix their prices through the trade parity pric- 
ing mechanism rather than the existing import parity pricing. 
While the government, in case of short-term increase in inter- 
national oil prices, may reduce the customs duties on petrol 
and diesel and shift excise duty from an ad valorem levy to a 
x specific levy, the subsidies given on LPG and kerosene could be 
restricted to those families that possess a white ration card or 
BPL ration card. However, this scheme is likely to run into 
problems due to an inefficient BPL card delivery administra- 
tion, which by the way is a state subject. While the first prob- 
lem can be managed, the second problem will be quite tricky to 
handle. One option could be that the central government might 
restrict the supply of subsidized LPG to each state based on 
the estimates submitted by the states. Thus, the states that 
are unwilling to implement such a plan could devise their own 
ways of deciding who should get the subsidy. 


With large gross under-recoveries seen in the industry due to a sub- 
stantial rise in the oil prices and the government saying that they will 
subsidize up to one third of them, how do you see that coming out? 

In subsidy sharing mechanism, upstream companies, such as 
ONGC, Oil India and GAIL, bear roughly one third of the un- 
der-realization on sale of petrol, diesel, domestic cooking gas 
(LPG) and PDS kerosene. The 42.7% of the under-realization 
is borne by the government by issuing oil bonds and the rest is 
absorbed by oil retailers. The Ministry of Petroleum and 
Natural Gas is administering the subsidy scheme through 
which public sector oil marketing companies are being paid 


Thanks to the government’s oil bonds, 


Fuel Subsidies 


subsidies currently at one-third level of 2002-03 at a flat rate 
from the union budget. This translates to subsidy at the rate of 
Rs. 22.58% per 14.2 kg of domestic LPG cylinders and 0.82 per 
liter on PDS kerosene. The subsidy has been frozen by the gov- 
ernment at current level (Annual report 2006-07, MoP&NG). 
Alternatively, if the government decides to reduce the subsi- 
dies on LPG and kerosene, then at the current level of subsidy. 
LPG subsidy would account for about Rs. 11,163 er (150 x 
74.42) and kerosene subsidy would amount to Rs. 17,700 cr 
(1180 x 15). That is a total subsidy bill of Rs. 27,863 cr. A 
simple calculation shows that this amounts to Rs. 3,800 per 
family per year; if targeted at the bottom one-third of the popu- 
lation, it would be a significant sum of money. It makes some 
sense for the government to target this subsidy at the poor 
instead of handing it over to everyone in the country. 


What can the government do to reduce the burden of revenue loss to the 
oil marketing companies? What lies ahead for oil companies, given the 
kind of subsidy burdens that some of these still have to bear? 

As mentioned earlier, the Government of India subsidizes kero- 
sene and LPG directly. It keeps other fuels, such as diesel, artifi- 
cially cheap by the simple expedient of stopping state oil compa- 
nies from raising their prices. These firms keep themselves 
afloat with ‘oil bonds’, which the government guarantees but 
does not enter on its books. The government announced the issue 
of oil bonds worth Rs. 235 bn to compensate oil-market compa- 
nies for about 43% of their losses. On the other hand, the govern- 
ment can opt for targeted subsidies on LPG and kerosene. By 
implementing this scheme, oil companies will be able to reduce. 
to some extent, the burden of revenue loss. However, considering 
the political constraints on the government, it is necessary to 
gradually increase the price of LPG so that the retail price ad- 
justs completely to the market level, eliminating the subsidy 
altogether. Another way to look at the options available is to 
focus on reducing the costs of technology or to change the ways of 
production so that more people can afford to pay. This allows us 
to rework our technological options—from thinking of advanced 
bio-gas in rural and urban India for cooking fuel. The fact is that 
we do not need ‘alternative technologies’ only for the poor, but 
also for the rich. 


the oil companies have managed to stay 
afloat. Under the subsidy sharing mecha- 
nism, upstream companies bear roughly 
one-third of the under-realization on sale 
of petroleum products. Around 42.7% of 
the under-realization is borne by the gov- 
ernment by way of issue of oil bonds and 
the rest is absorbed by oil retailers. Yet, 
under-recoveries are impacting their 
financials leading to high liquidity prob- 
lems and heavy debt burdens. The cur- 
rent projected annual under-recoveries of 
oil companies is around Rs 61,254 cr and 
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may go up depending on the change in the 
global crude prices. 

Analysts say the oil bonds, which 
only defer the payment for the govern- 
ment, will have to be repaid at some 
point. If the oil bonds have to be repaid 
in a short period of time, then the expen- 
diture will have to be shown in the bud- 
get directly. In 2006-07, the government 
issued Rs 24,121 cr worth of bonds, and 
in 2007-08, another Rs 23,457 cr will be 
issued as oil bonds adding to the fiscal 
deficit. While increase in the oil import 
bill will impact the trade balance, oil 


bonds will be a huge fiscal burden and 
could pose huge threats to the fiscal 
deficit targets of the government. 


Move in the right direction 

Dr. Gerhard P Metschies, Independent 
Transport and Energy Consultant. 
says, “Though taxing fuels generates a 
vital source of government revenue. 
most of the developing countries keep 
fuel taxes low. By forgoing fuel-tax rev- 
enues, funds available in the national 
budgets are getting insufficient.” One of 
the ways to reduce the burden of rev- 
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Ethanol Sector in India 


li the Indian ethanol sector grows enough io meet a significant portion of the transpor- 
tation fuel needs, it may help reduce the dependence on crude oil imports. 


— Simla Tokgoz, /nternational Grain and Ethanol Analyst, 
Food and Agricultural Policy Research Institute (FAPRI), US 


In the past few years, interest in biofuels has greatly increased in the 
word and this can be attributed to various factors. Environmental 
concerns, high crude oil prices, and the growing dependency on 
foreign oil supplies have provided incentives for pursuing alternative 
fuel sources such as ethanol and biodiesel. This push is currently 
policy-criven, for example, in the US and the EU. Brazil promoted its | 
ethanol industry through an ethanol program, the National Alcohol | 
Program (PROALCOOL), which was launched in the mid-1970s. [3 
The Indian GDP in real terms (at 2000 prices) has grown more | 
than 8% annually in the last five years. Indian energy demand for 
transportation sector is growing fast, and this growth is expected to 
continue with the growth in economy. Given the high crude oil 
prices in the world markets and the fact that india imports a significant part of its crude oil 
consumption, ethanol and biodiesel can serve as alternative fuels for gasoline and diesel. 
Blending ethanol and biodiesel with gasoline and diesel will decrease the amount of petroleum 
products used for transportation. This will decrease the demand for crude oil imports. It will also reduce 
the cost of fuel subsidies for the Indian Government in an environment of high crude oil prices. 
India is a major sugar producer, producing nearly 17% of world sugar in the 2007-08 marketing 
year. Ethanol in India is made from sugar molasses, which is a by-product of sugar production. 
Thus, there are ample opportunities for India to produce ethanol for its domestic use. If the ethanol 
sector develops sufficiently, it can be blended with gasoline at higher percentages. This means that 
a higher percentage of domestic need for energy for transportation will be met by domestic sources. 
Sinc2 grains are not used in India to produce ethanol, higher ethanol production will not be reflected 
as higher grain prices. Using sugar molasses will help India avoid the food versus fuel debate. 
The Indian ethano! sector is in the first stage of development. Right now, the ethanol sector 
depends highly on the changes in the Indian sugar industry and the incentives provided by the 
government for its development. If the Indian ethanol sector grows enough to meet a significant 
portion of the transportation fuel needs, it will help reduce the dependence on crude oil imports. It 





ment may be forced to bring down the 
assessable value of petrol and diesel by 
a further cut in their excise duty. 


Check the movement effectively 
The Rangarajan Committee report ex- 
pressed that the government subsidies 
on kerosene and LPG constitute the 
maximum among the other petroleum 
products. It also says that by targeting 
BPL families eligible for subsidized 
kerosene, the kerosene subsidy may be 
slashed by about 40%. The government 
has accepted some of the important rec- 
ommendations of the committee and 
intends to move towards a trade parity 
pricing formula, whereby oil companies 
will have the freedom to fix the prices of ~- 
petrol and diesel, and reduce the cus- 
toms duty on petroleum products from 
10% to 7.5% so as to increase the com- 
petitiveness of the market in India. The 
report has recommended that the pric- 
ing of petroleum products, especially 
petrol and diesel, should be formula- 
driven. It also advocated the introduc- 
tion of IT systems to monitor the move- 
ment of trucks carrying kerosene and 
fuel tanks in order to keep a tab on the 
flow of kerosene. 


Outlook 


The consistent upward spurt in the 
prices of crude increased the pressure on 
the government to hike administered re- - 


may also help reduce the impact of high crude oil prices in the world market on the Indian tail fuel prices in India. However, the left , 


transportation sector and reduce the cost of fuel subsidies for the Indian Government. 


enue loss of the oil marketing compa- 
nies is by rationalizing taxes. Since an 
element of subsidy for LPG and kero- 
sene prices is inevitable, alternative 
mechanisms for the delivery of subsidy 
must be implemented on a pilot basis. 

The government is planning to 
make a distinction between the poor or 
BPL families and the rest with respect 
to kerosene. The government intends to 
cut the subsidy on kerosene by 40% by 
confining the supplies to BPL house- 
holds. Also, by introducing an electronic 
tracking system in the form of electro- 
magnetic cards and radio frequency 
identification, the diversion of LPG cyl- 
inders to commercial establishments 
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will be restricted. Industry estimates 
say a reduction in excise duty by one ru- 
pee per liter on petrol and diesel would 
reduce the under-recoveries of oil com- 
panies by Rs 1,380 cr and Rs 5,270 cr 
respectively. 

The government has removed the 
customs and excise duties on subsidized 
kerosene and LPG, reduced the customs 
duty on petrol and diesel by 2.5%, and 
placed LPG under ‘Declared Goods’. 
However, experts opine that the govern- 
ment can at best cut the customs duty on 
crude oil to 3% from the current 5% . Fur- 
ther, looking at the meager growth of 
1.5% in central excise receipts from pe- 
troleum products, they feel the govern- 


parties demand rationalization of the 
tax structure to safeguard oil companies’ 
interest and also to protect the consum- 
ers from price hike. A commensurate in- 
crease in retail price may also trigger in- 
flationary pressure. With India lacking 
adequate reserves of crude oil and hav- 
ing limited money at its disposal, the ini- 
tiative to align the prices will help bear 
the losses of the state-run oil refining- 
cum-marketing companies. As things 
stand now, much depends on the na- 
tional subsidy policy piloted by the gov- 
ernment to ensure better targeting of 
subsidies and subsequent revision of the 
pricing of petroleum fuels.= 


— N Janardhan Rao and V Ratna 
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US CAFE Standards 


Towards a Fuel-Efficient Future 


Amid growing concerns over energy security and mounting oil and gas prices 





and awareness about global warming, the US Senate has approved a 


uel economy continues to be a 


landmark energy conservation bill. 
x 
crucial area of concern for the US 
policy makers. The US has long 
been the leading nation in oil consump- 
tion with around 21 million barrels of 
oil per day. Approximately, 60% of the 
fuel is being imported from foreign 
countries. A major portion of this goes 
into the transportation sector. Close on 
the heels of the Arab oil embargo by 
OPEC in 1973, resulting in the oil crisis 
that gripped the US, the Congress 
passed the Energy Policy and Conserva- 
tion Act in 1975 with an aim to reduce 
its oil dependence on politically un- 
stable regions. 
Among the policies, the most promi- 
nent one was the Corporate Average 
Fuel Economy (CAFE). Its main goal 


was to regulate fuel efficiency of every 
automobile made in the US and to 
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double average new car fleet fuel 
economy by 1985. Since then, the CAFE 
standards have governed the fuel 
economy standards of light trucks and 
passenger cars, generating widespread 
deliberations among various groups be- 
longing to automobile industry, envi- 
ronmentalists and economists. Experts 
say this landmark bill will help break 
the nation’s $1 bn-a-day imported-oil 
habit, ease consumers’ pain at the 
pump, generate thousands of jobs, and 
cut pollution. 


The reactions 

The Senate has taken a huge step by 
passing the bill to increase the fuel 
economy standards from the current 
average 27.5 mpg to 35 mpg by 2020, 
but not before stripping of some of its 
other key components. The measure 


that talks about a national renewable 
electricity standard, calling publicly 
held utilities to use at least 15% of the 
electricity from alternative energy Te 
sources such as solar, bio-energy and 
wind, failed to garner enough support. 
The failure to push through the tax 
package could be a major setback to so- 
lar and wind companies which have 
been mushrooming rapidly, but are 
still lagging behind major energy re- 
sources. 

Chris O’Brien, Vice-President, 
Sharp Solar and Chair of the Solar En- 
ergy Industries Association called the 
bill ‘a significant missed opportunity’. 
He further said, “While the bill will in- 
crease automobile energy efficiency and 
biofuel production, it does nothing to 
provide a significant shift in the elec- 
tricity sector.” The bill would have re- 
pealed $13 bn tax sops to the top oil 
companies and extended tax credits to 
renewable energy providers and con- 
sumers of hybrid automobiles, if the 
Democrats had not succeeded in stall- 
ing it. 

The bill also specifies a renewable 
fuel standard to step up biofuel produc- 
tion by 36 billion gallons by 2022. More 
than 50% of that fuel should be made 
from woodchips and switchgrass and it 
should emit less pollutants than gaso- 
line. The Senate even dropped a $25 bn 
loan guarantee plan that was intended 
to update assembly plants. 


The Detroit Three 

Not surprisingly, the higher CAFE 
standards have been met with mixed 
responses from the automobile indus- 
try, as there are so many details that 
are complicated and still being debated 
upon. The problem is, notwithstanding 
their declared intent of abridging the 
nation’s fuel consumption, CAFE mea- 
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At the end of 2007, President Bush signed the 
Energy Independence and Security Act of 
2007. One of the targets of the bill is to in- 
crease vehicle fuel efficiency to at least 35 
miles per gallon (mpg) by 2020. The new re- 
quirements will begin with the 2011 model 
year, regulators will set new mandates every 
year afterwards. Currently, Corporate Average 
Fuel Economy (CAFE) requirements, first es- 
tablisned in 1975, are 27.5 mpg for passenger 
cars and 22.2 for light trucks. In the past, 
treatment of Sports Utility Vehicles (SUVs) as 
light trucks undermined efforts to increase 
fleet efficiency. The new bill covers both pas- 
senger Cars and light trucks and also calls for 
standards for medium and heavy-duty trucks. 
An automobile (passenger car or light truck) 
is defined as any four-wheeled vehicle that 


sures are not a good method to achieve 
that objective. 

Since the previous standards were 
different for cars and light trucks, the 
Detroit Three have exploited them by 
creating bigger vehicles such as mini 
vans and SUVs that are in the less 
stringent category and usually used the 
Way passenger cars were used. How- 
ever. the new regulations may be the 
harbinger of an end to the Americans’ 
penchant for big muscular automobiles. 
“It’s not actually a problem of available 
technology, but technology that the cus- 
tomer will be willing to pay for,” adds 
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What Can We Expect from New CAFE Standards? 


An increasing number of consumers value fuel efficiency highly and 
seem to be willing to pay higher prices, which should allow car compa- 
nies comply with the new CAFE standards more easily. 


weighs less than 10,000 pounds. But, there is 
a new loophole under the classification of 
‘work trucks’, covering vehicles between 
8,500 and 10,000 pounds that are not classi- 
fied as passenger cars according to some fed- 
eral code. | cannot claim that | know all the 
details of these codes, but all these exceptions 
surely create opportunities for bypassing 
Stricter requirements. 

Many fear that auto manufacturers can 
only achieve these targets by reducing the size 
and weight of their vehicles, which, in turn, 
would reduce the safety of the vehicles. The 
popularity of big vehicles such as trucks and 
SUVs are often explained by the consumers’ 
feeling of safety in these vehicles, in addition 
to space and load carrying capability they pro- 
vide. In such an environment, one can easily 
understand how consumers may feel less safe 
in smaller and lighter vehicles if, in fact, this is 
the only way of increasing fuel efficiency. Oth- 
ers Claim that smaller or lighter vehicles need 
not be less safe, say in case of collision, if the 
vehicles are designed correctly and right ma- 
terials are used. 

However, the bill includes provisions that 
would allow the National Highway Traffic 
Safety Administration (NHTSA) to set new re- 
quirements per attribute in order to maintain 
high levels of safety standards, while increas- 


Sandy Stojkovski of Ricardo, Inc., an 
auto-parts supplier specializing in fuel- 
economy technology. 

The one grant for America’s car- 
makers would be that light trucks and 
cars including SUVs will be counted 
jointly within the 35 mpg limit but will 
have to attain targets in the conversion 
period. From then on, they have to 
gradually phase out gas guzzlers from 
their fleet and introduce small and rela- 
tively less gas-thirsty ones. But cost- 
wise, small cars cost as much as bigger 
ones do in terms of design and assem- 
bly, and profit margins are far less. Bob 


ing the mileage. The bill also allows for NHTSA 
to reduce mileage standards, if higher stan- 
dards are not found economically viable based 
on cost-benefit analysis. Critics argue that this 
system will be more complex and vulnerable to 
somewhat subjective analysis, and hence allow 
manufacturers to seek exemptions from higher 
efficiency requirements by playing the safety 


card or inflating costs. The mix of vehicles pro- A 


duced by a manufacturer alone can lead to differ- 
ent average fuel economy requirements across 
manufacturers. 

American car companies have not been 
doing well for years. The only bright spot has 
been the sale of trucks and SUVs. As such, on 
the face of it, this energy bill appears to be a big 
blow to the auto industry. In fact, the industry 
lobbied hard against the bill and its predeces- 
sors, Claiming that the cars would be less safe 
and cost more—as much as $10,000 more 
according to some claims. After the bill was 
signed, however, their rhetoric has changed; 
they started emphasizing their environmental 
credits and benefits of the bill in terms of re- 
duced emissions. 

Yet, there seem to be many reasons why 
the auto industry may survive the bill without 
significant damage. First, the stricter require- 
ments will not start until the model year 2011. 
Companies have been increasing their hybrid 


Lutz, Vice-Chairman of GM, has al- 
ready expressed his displeasure over 
the higher CAFE standards saying a 
majority of GM’s product plans would 
go haywire and even fall victim to the 
new amendments. 

The American automakers are al- 
ready under competitive disadvantage 
against their Japanese counterparts, 


who are better in adapting to new stan- 


dards. Toyota, the Japanese auto giant, 


is now a dominant player in the auto 
market in the US. The Detroit Three 


have almost given away that market in 
pursuit of SUVs and high profit trucks. 
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and flex fuel vehicle production over the last 
few years, including trucks and SUVs. Even 
electric cars, such as GM's Volt, may come 
back. Plug-in hybrids are another favorite of 
most industry members and observers alike. 
Some hybrids can already meet the 35 mpg 
requirement. Second, the category of ‘work 
truck’ will likely allow car companies to clas- 
sify more of their larger vehicles as work 
trucks. Finally, attribute-based standards and 
cost-benefit analyses may create opportuni- 
ties for avoiding or at least delaying stricter 
requirements. 

Overall, the new bill’s CAFE requirements 
do not seem to be a groundbreaking change. if 
the Congress were to require 60-70 mpg by 
9020 or 35 mpg by 2010 or electric vehicles, 
we could talk about designing the car of the 
future. The bill intends to enhance energy secu- 
rity; but new CAFE standards could not be rea- 
sonably expected to reduce the need for oil 
products more than 1-2 million barrels a day (b/ 
d) by 2020. Although not insignificant as com- 
pared to today’s consumption level of 21 mil- 
lion b/d, this reduction will likely be surpassed 
by the natural increase in demand. Combined 
with the decline in domestic production, the US 
dependence on imported oil will probably not 
decline based on the CAFE standards. As it 
stands, the new CAFE standards add little impe- 
tus to the already existing trend towards more 
efficient vehicles. This trend is at least partially 
demand-driven as implied by the significant in- 
crease experienced in the sales of hybrid ve- 
hicles and to a lesser extent in the sales of flex 
fuel vehicles. Many people wait in line for 
months to buy a hybrid vehicle. 


For the first time in July 2007, the De- 
troit Three fell below 50% of the US car 
and truck market. In fact, Toyota’s fleet 
complies with the new CAFE standards 
of 2020 today. 

Currently, Ford and GM have a 
CAFE average of 24 mpg and Chrysler 
has 23.3 mpg, while Toyota is comfort- 
ably placed with a CAFE average of 29 
mpg. The company has a slew of fuel- 
efficient cars that include Corolla, Prius 
and Yaris and is committed to bring out 
more fuel-efficient vehicles in the fu- 
ture. So, it is not going to be affected by 
the new standards. 
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The US car market will continue to supply 
the demand; these cars may not be produced 
by the US companies if these manufacturers 
continue to fail to follow consumer demand. It 
is often said that the Big Three focused too 
much on the large vehicle market, which they 
could supply with relatively simple vehicles 
without many bells and whistles (i.e., cheap). 
Now, their prime markets, i.e., trucks and SUVs, 
are under increasing attack by foreign compa- 
nies: for example, Toyota Tundra is becoming 
one of the most popular trucks. Toyota's strat- 
egy of opening factories in truck heartlands of 
the US such as Texas seems to be working well. 

The US market is large and there is de- 
mand for a large variety of vehicles. An in- 
creasing number of consumers value fuel effi- 
ciency highly and seem to be willing to pay 
higher prices, which should allow car compa- 
nies comply with the new CAFE standards 
more easily. But, a large group of drivers prefer 
bigger vehicles; car companies will find a way 
to supply them with the type of vehicles they 
want, probably using some of the loopholes 
mentioned before. In a sense, the new bill may 
wake the Big Three out of their slumber and 
force them to be creative and take risks with 
new models. But, the Big Three will also need 
some significant concessions from unions, 
whose insurance and pension benefits place a 
burden on their finances; their competitors are 
usually not encumbered by similar financial 
burdens. 

Vehicle sales in the US were at their lowest 
level in 2007 since 1998. In 2008, a further 
decline is possible. General economic malaise 
associated with mortgage crisis and other fi- 


On the other hand, the US manufac- 
turers like GM, who feel breaching the 
CAFE regulations would bring unneces- 
sary publicity and litigation, try to fol- 
low the standards. This is definitely go- 
ing to wipe out a sizeable portion of the 
gains the Detroit Three have succeeded 
in obtaining so far. 

What’s more, upgrading to CAFE 
standards would increase vehicle 
prices, disproportionately hit car com- 
panies, substantially jeopardize auto 
manufacturing jobs and limit choices 
for consumers, while giving a fillip to 
imports from Europe. However, the op- 


US CAFE Standards 


er creme 


nancial sector troubles, and high fuel prices are 
the main reasons for the drop in sales. As these 
trends continue over the next year or two, it 
would be wrong to blame the new CAFE stan- 
dards and the car companies’ efforts to comply 
with those for the drop in sales. One must also 
remember that 2011 is the key model year for 
the new standards to take effect. 

In general, efficiency measures of any 
kind would be expected to reduce emissions 
of all kinds, including those of greenhouse 
gases. CAFE standards will also help reduce 
emissions, at least per mile traveled. If the miles 
traveled increase because consumers decide 
to use their cars more, as they get more miles 
per gallon, this benefit will not be as large; ner 
will overall dependence on oil products de- 
cline much. Even in the best case, however, 
the overall impact of new CAFE standards will 
be small in terms of climate change; we can- 
not expect CO, emission reductions associ- 
ated with a fall of 1-2 million b/d in fuel con- 
sumption, though definitely helpful, to make a 
significant impact on reducing the GHG con- 
centration in the atmosphere. 

Overall, fuel efficiency requirements of the 
EISA 2007 represent a negotiated solution as 
most policy documents do. As such, they will 
not lead to a significant increase in mileage of 
most vehicle fleets in any time soon. But, his- 
torically high fuel prices and rising concerns 
about climate change will likely continue to 
shift consumer demand towards more effi- 
cient vehicles and even mass transport, and 
achieve what the EISA 2007 failed to accom- 
plish, i.e., a significant reduction in fuel con- 
sumption and associated emissions. 


position is not confined to automobil 
companies. The United Auto Worker 
(UAW) has joined hands with majc 
auto corporations to oppose CAFE sta 
dards, saying it will have an adver: 
impact on the industry and on tt 
economy as a whole. 


Implications to consumers 

In the past, when GM introduced t! 
‘Keep America Rolling’ incentive plan 
boost its car sales, Ford and Chrys! 
followed suit. But the new higher CA] 
regulations add costs to new cars a 
‘Stop America Rolling’ might be the « 
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come. The opponents of CAFE stan- diminution in gasoline usage. But it is 


dards are of the opinion that consumers 
do not prefer automobiles that give 
higher mileage, as CAFE does not offer 
any direct incentives to consumers for 
buying them. Consumers have various 
alternatives to put to use their prefer- 
ences if a particular attribute is impor- 
tant to them. 

Most of the consumers prefer heavy 
vehicles. The new regulations may com- 
pel a significant number of consumers 
to persist with older, burly and less 
fuel-efficient automobiles, defeating 
the purpose of reducing energy con- 
Sumption. 

Another possible unintended after- 
math would be high incidence of traffic 
deaths. In a bid to achieve fuel economy, 
the American auto manufacturers were 
forced to produce small cars. According 
to National Academy of Sciences report, 
this downsizing has resulted in an addi- 
tional 2,000 traffic deaths annually. 
The Insurance Institute of Highway 
Safety (ITHS) data of 2007 found ap- 
proximately 250-500 fatalities per mpg 
per year. The Conservative Heartland 
Institute in its report stated that small 
cars are more likely to be damaged in a 
collision. 


Much ado about nothing 
The most common reason cited for rais- 
ing CAFE standards is an expected 





Fuel Economy Trend Lines 
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not clearly proved that there has been a 
marked decrease in gasoline usage. It is 
a well-documented fact that whenever 
fuel efficiency increases fuel consump- 
tion also goes up. An increase in mpg 
cuts down the operating costs of auto- 
mobiles, which encourages the number 
of miles driven, thus negating or elimi- 
nating any CAFE benefits. 

Since the introduction of CAFE 
standards, the average fuel economy of 
light trucks and cars have increased by 
more than 56% and 114% respectively, 
but at the same time, the US oil im- 
ports have also increased from 35% to 
52%, resulting in the popularly known 
phenomenon, ‘rebound effect.’ Moreover, 
they have scant impact on greenhouse 
gas (GHG) emissions and most often 
the environmental advantages are ex- 
aggerated. 

Emissions from light trucks and 
cars which are in compliance with fuel 
economy standards constitute only 2% 
of all man-made GHG emissions. Ac- 
cording to a report published by Office of 
Technology Assessment, a 40% raise in 
fuel economy standards would decrease 
GHGs by only 0.5%. 


The road ahead 

Advocates of higher CAFE standards 
continue to redefine the issue along 
various dimensions, Stil] several uncer- 
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Going Farther 


Past and proposed fuel-efficiency 
Standards for light truck fleets* 


Miles per gallon 
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* Includes SUVs, minivans and pickup trucks 
Source: National Highway Traffic Safety Administration 





tainties like the price of incorporating 
new technologies, consumer preferences 
and the future price of gasoline are þe- 
leaguering CAFE standards. 

The higher the increase in average 
fuel efficiency, the bigger will be the am- 
biguity about achieving that target. 
Hitherto, the CAFE regulations have 
not only fallen short of meeting their 
goals but also caused some unintended 
consequences. 

However, there are some alterna- 
tives which are more efficient in accom- 
plishing the goals of CAFE standards, 
such as encouraging public transporta- 
tion, promoting energy conservation 
and use of alternative fuels. The gov- 
ernment should seriously consider 
funding breakthrough technologies 
that would boost fuel efficiency. The 
more effective way to achieve the objec- 
tive is to impose tax on the usage of 
gasoline, since taxes on gasoline in the 
US are still considered to be the lowest 
in the world. 

Other effective alternatives are pro- 
viding trade credits for the improve- 
ment of fuel economy and setting differ- 
ent standards for different vehicles 
based on their size and payload. This 
will provide the automobile manufac- 
turers with more options and tractabil- 
ity, and encourage the consumers to buy 
fuel-efficient automobiles and drive 
less.m 


-N Janardhan Rao and PS Sarath Chandra 
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REPCO HOME FINANCE 


Committed to Your Dreams 





M Balasubramanian, MD, RHFL 


Repco Home finance Ltd (RHFL) is a 
premier housing finance company in 
Southern India promoted by Repco Bank 
(Government of India Enterprise) and 
partnered with global PE major Carlyle 
Group. RHFL is registered with National 
Housing Bank and providing financial 
assistance to individuals desirous of 
procuring housing since its inception in the 
year 2000. 


The RHEL is currently operating through 26 
branches in Tamil Nadu, Andhra Pradesh, 
Kerala, Karnataka and Puducherry. The 
mission of RHFL has been to translate into 
reality the aspirations of people to own a 
house by covering the market existing 
and potential comprehensively through 
institutional credit support customised 
to suit individual needs in a transparent 
and ethical way. The salient and unique 
features of RHFL schemes are quick 
sanction and immediate disbursal, low 
margin requirement, tailor made schemes, 


transparency in operation and flexibility 
in Terms. Besides its market driven 
competitive rates, RHFL also offers 
special concessions to working women, 
teachers, government employees and 
other deserving classes of people from 
time to time and provides insurance 
cover to all its loanees. The tailor made 
RHFL Schemes cater to home loans, 
home makeover loans, mortgage loans, 
plot loans, commercial construction 
loans, NRI loans, loans for fifty-plus 
individuals, interim loans, second 
mortgage loans and various special 
concessional schemes for different 
segments of society. 


Despite fierce competition RHFL is 
maintaining more than 48% annual 
growth for the last 3 years through 
innovative products, niche marketing, 
timely service, friendly and transparent 
dealings with clients by dedicated 
employees. This has been coupled with 
commensurate growth in profitability, 
which reflects the underlying strength 
of the asset quality and underwriting 
standards. 


It has been the constant endeavour of 
RHEL to serve the unprivileged and the 
underprivileged sections of the society 
particularly in smaller towns and in rural 
India, by utilizing the untapped potential 
which still lies beyond the formal financial 
network. We are proud to proclaim 
that we have served the underserved 
successfully, without any compromise 
on asset quality. 


At present we are poised for an 
exponential growth in coming years and 
aiming for a pan-India presence in near 
future. 
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Green Vehicles 





Is India Ready? 


Green vehicles are better alternatives to conventional vehicles, for they are not 
only environment-friendly, but also help countries reduce their oil dependency. 


ANA tH ere herd 













Yhe Indian automotive industry 
has come a long way and is con- 
sidered as one of the most ma- 
ture and competitive industries in the 
world. The surge in the disposable in- 
comes and a resilient economy has ere- 
ated buge market for both commercial 
and passenger vehicles. India is the gt 
larges: manufacturer of motor vehicles 
and cars in the world. However, the 
Surge in the automcbile market has 
made India more reliant on oi] than ever 
before. Currently. India is the 5“ largest 
oil importer in the world. With all glo- 
bal automobile giants set to foray into 
India to meet the ever-increasing de- 
manc for personal vehicles, its oil de- 
pendency will rise further in the coming 
years. For the past 25 years, India’s do- 
mestie production of oil has remained 
the same, while its expenditure on pe- 
troleum products has grown manifold. 
India imports almost 70% of its oil, 
which is having a major impact on its 
balance-of-payments position. 


Growing concerns 

According to the data released by the 
Petroleum Ministry, India imported 
110.85 million tons of crude oil in 2006- 
07, which is almost 11.54% higher than 
the 99.4 million tons bought in 2005-06. 
Even if the recent series of domestic oi] 
exploration discoveries are totally ex- 
ploited, India will find it hard to keep 
its imports down at existing levels, as 
domestic demand for petroleum prod- 
ucts is growing persistently at more 
than 5% per year. Industry estimates 
predict. that India’s import dependency 
will inerease from the current 70% of 
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consumption to about 85% in the next 
15 years. With oil prices not likely to 
come down in the near future, it is very 
difficult to maintain a decent oil stock 
and this could affect the growth and 
trade balance of the Indian economy 
negatively. The Internationa] Energy 
Agency, in its World Energy Outlook 
2007, mentioned that if existing poli- 
cies continue, India wil] become the 
third biggest emitter of Greenhouse 
Gases (GHG) by 2015. The transport 
sector in India is mainly responsible for 
air pollution, which causes a wide range 
of health problems. According toa WHO 
study, more than 027,000 of deaths 
were reported in India in 2007 due to air 
pollution. 

The obvious solution to these 
troubles would be to reduce the use of 
petroleum products. Against this, inter- 
est in vehicles that use unconventional 
fuels, known as green vehicles, has 
caught the imagination of people all 
over the world in recent years. Vehicles 
that run on alternate fuels like Ethanol, 
CNG and LPG and Hybrid vehicles that 
run on conventional as well as electronic 
batteries are more attractive than con- 
ventional vehicles, as they do not use 
any energy during idling. They even fol- 
iow the stringent environmental guide- 
lines, which make them environment- 
friendly and less polluting. 


Global trends 

Toyota Motor was the first automaker 
to take the green initiative. A decade 
ago, it launched a hybrid car, Prius, 
that uses a combustion engine and 
battery power. It is the global leader in 


hybrid technology with a market shar 

of 80% and worldwide sales of ove 

500,000. But green cars still make u 

only a small fraction of global ca 

sales. Auto experts say that they d 

not expect green vehicles to make ; 
strong impression until the middle o 
the next decade. Globally, the US is the 
largest market for green vehicles. Ac. 
cording to JD Power and Associates, a 
leading company that forecasts global 
automotive trends, sales of green ve- 
hicles in the US is set to double from 
346,000 units to 673,000 by 2009. Un- 
fortunately, as per the green rankings 
of the Union of Concerned Scientists, 
Honda from Japan topped the list as 
the most fuel-efficient and clean car. 
Another Japanese automaker Toyota 
came second, and Hyundai occupied 
the third position, 

In Europe, a legislation to decrease 
vehicular pollution is being imple- 
mented. It imposes a mandatory fee on 
vehicles depending on their size, emis- 
sion, fuel-efficiency, fuel type and envi- 
ronmental-friendliness. N onethelegs, 
the efforts to go green has so far done 
little to boost the sales of car makers in 
Europe, who are keen to win back the 
lead from their Asian rivals by stressing 
on commitment to environmental] 
friendliness. For instance, in Germany, 
even though green cars are generating a 
lot of interest, customers are not yet pre- 
pared to pay exorbitant prices. However, 
the situation is not the same in Sweden, 
as it has reported the fastest increase in 
sales of green cars in Europe in 2007. 
Sales of low emission vehicles, such as 
hybrids and ethanol-powered cars, grew 
by 25% in the first half of the year in 


Sweden. It aspires to become a complete = 


oil-free economy by 2020. Attractive tax 
exemptions for the owners of green cars 
helped significantly to boost sales in 
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“With our existing traffic patterns and population, it would be better for us if we move 


more rapidly to greener vehicles.” 


Comment on the potential of green vehicles in India 
and how do you foresee the linkage between green 
vehicles vis-a-vis alternative fuels? 

Today, alternate fuels are mostly used to 
enable a cleaner environment and better 
fuel efficiency. Both the fuels and the en- 
gines are configured to emit lesser pollut- 
ants and to mitigate fossil fuel depletion. 
Green vehicles use these fuels and/or 
multi fuels to provide a better environ- 
ment. 


Dr. Arun Jaura 
Chief Technology Officer 
Mahindra Group, Mumbai 


Green vehicles are gaining in popularity worldwide. 
What are the measures that other countries are tak- 
ing to promote them? Are there any lessons that 








India can take a cue from the above and 
adopt these measures. With our existing 
traffic patterns and population, it would be 
better for us if we move more rapidly to 
greener vehicles. 


is the Indian market mature enough for green ve- 
hicles? What are the hurdles they are going to face 
in the Indian domestic market? 

Yes, the Indian market is mature enough fer 
green vehicles. The hurdle today is the avail- 
ability of fuels and support infrastructure 
and resources. Availability of skill sets m 
several areas related to green technology 
area is a challenge as well. 


india can learn? 


There are different measures that various countries have 
adopted to take these initiatives forward. Education and 
awareness regarding environmental benefits to society have 
to be spread through various modes in schools and colleges. 
The incentives and pull factors that are being proactively pur- 
sued, research in universities and research labs that is being 


promoted at a fast pace, and more stringent regulations are 


giving green vehicles a serious push. 


Sweden. Now, the German government 
is also planning to implement the same 
measures. Brazil, the leading manufac- 
turer of ethanol, has nearly 20% of the 
vehicles use 100% ethanol, while the 
rest of the vehicles use 25% ethanol. It 
plans to free itself from the burden of oil 
imports by the end of 2009. 


Enter India 

With global market for green cars gain- 
ing momentum, albeit slowly, and in- 
ternational players like Toyota and 
Honda all set to enter Indian market, 
even domestic giants do not want to lag 
behind. Mahindra & Mahindra (M&M), 
Tata Motors, Ashok Leyland, and two- 
wheeler makers like Bajaj Auto and 
TVS Motors are all set to jump on the 
green bandwagon and are preparing 
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in what way can the policy makers of India help the automakers who are 
coming up with green vehicles? 

Policy makers can help auto manufacturers through educa- 
tion, funding and research programs and by enabling joint 
partnerships with stakeholders and experts. India is net 
proactively funding these programs and technologies at the 


basic research and, later, industry levels. It is important to 


initiate this, so that it results in a positive impact. 


themselves to produce green vehicles. 
They are confident of delivering such ve- 
hicles at much lower prices against those 
offered by their foreign counterparts. 
Tata Motors, in association with 
Indian Space Research Organization 
(ISRO), has chalked out an eight-year 
time frame to manufacture its success- 
ful car Indica, other buses and trucks in 
their green avatars. It has roped in IIT 
Madras to do research and bring out hy- 
drogen-based internal combustion en- 
gine. Tata Yazaki Autocomp Limited, a 
division of Tata AutoComp Systems 
(TACO), has been providing hybrid fuel 
technology to Ford and other global auto 
giants. Tata is also working on another 
Indica version that would run on hydro- 
gen and CNG. To compete with the in- 
ternational car makers in the passen- 


ger car segment, it intends to produce 
five electric variants that use lithium 
‘on batteries and run up to 200 km per 
one charge. Tata is ready with an elec- 
tric vehicle, based on its fast-selling Ace 
mini-truck prototype, to capture signifi- 
cant share in Europe and US markets. 

At the recently concluded Auto Expo 
in Delhi, M&M showcased two hybrid 
vehicles including a hybrid variant ofits 
Sports Utility Vehicle (SUV), Scorpio. 
It has also completed the first phase of 
a pre-feasibility study to develop elee- 
tric hybrid and hydrogen-powered ve- 
hicles with Royal Dutch Shell ple. in 
June 2007. The second phase of the 
same study is now under way. Similar 
to Tata, M&M is also planning to enter 
Europe and the US with its hybrid ve 
hicles in the next two years. 
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Long way to go 

While these efforts are laudable, some 
experts feel the market for green ve- 
hicles in India still has a long way to go. 
According to Kapil Arora, Partner, 
Ernst & Young, the market for green ve- 
hicles in India, particularly the passen- 
ger car segment, will take off in at least 
the next 8-10 years and two- and three- 
wheelers might develop much sooner in 
around 3-5 years. The domestic sales of 
India’s first electric car, Reva, produced 
by Bangalore-based Reva Electric Car 
Company, have been too little with virtu- 





rest of the global giants. 


ally no sales in India. In the two-wheeler 
segment, a joint venture between the 
Hero Group and UK’s Ultratech, and 
Electrotherm India and companies such 
as Ultra Motor India have made a 
humble beginning. However, there is no 
organized body yet to represent them. 

Auto analysts are of the opinion 
that prior to launching green vehicles 
and other cutting-edge technologies, 
India needs to catch up with some ba- 
sics. Although much progress has been 
made in the last decade for emissions, 
Indiar companies should close the gap 
in the implementation timing with the 
rest o? the global giants. They believe 
that green technologies would take time 
to get accepted in the Indian market 
and the immediate and practical way 
would be in the form of vehicles running 
on alternative fuels such as CNG, LPG 
or ethanol blends. Maruti Suzuki, the 
market leader in passenger car seg- 
ment, has launched a new version of 
Wagon R Duo that comes with LPG kit. 
Hyundai Motor India Ltd., Ford India 
and GM India have also launched CNG 
and LPG versions, but could only meet 
with limited success. 


Roadblocks ahead 


While green cars have been attracting 
the attention of customers globally, 
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Although much progress has been made in the last 
decade for emissions, Indian companies should 
close the gap in the implementation timing with the 


only a few have succeeded. The accep- 
tance of Reva across Europe, particu- 
larly in London, is an indication that 
India has an advantage in this technol- 
ogy. Unfortunately, successive govern- 
ments have done little to promote the 
project. Several factors, including gov- 
ernment policies, infrastructure in the 
form of fuel stations and the availabil- 
ity of fuel to meet demand, and traffic 
systems will have to be upgraded to 
make green vehicles a success in India. 
The lack of availability of alternate fu- 
els extensively is a major deterrent to 


i 


the growth of green vehicles. While CNG 
is available mainly in the west and 
north, LPG’s availability has been lim- 
ited to specific cities at select centers. 
Jose Paul, Program Manager, Frost & 
Sullivan, predicts “The expected ramp 
up of refueling networks is expected to 
take time with the CNG pipeline 
project slated to be operational only by 
2008-09. Moreover, the set of mother 
and daughter stations is likely to take 
an additional two to three years; simi- 
larly, it would take about five to six 
years to build up the number of LPG re- 
fueling stations across the country.” 
Another main hurdle is the cost that 
is associated with green vehicles. Eco- 
friendliness is something customers con- 
sider as a costly affair and do not wish to 
splurge more money in order to get it. A 
host of customs duties, including 15% 
countervailing duty on components, 3% 
central and 12% local sales tax add up to 
a huge cost. Being the latest technology, 
they tend to be 20 to 50% more expensive 
than conventional ones. According to 
Dilip Chenoy, Director General, Society of 
Indian Automobile Manufacturers 
(SIAM), “The state of hybrid develop- 
ment is very nascent in India and the pen- 
etration of such vehicles may be limited 
because the technology will only be avail- 
able in vehicles above Rs 10 lakh.” The 


higher cost, however, could be somewhat 


negated by a 15 to 20% decrease in run- 
ning costs because of better fuel efficiency. 
Electric cars, for example, will cost only 40 
paise per km. Meanwhile, companies like 
M&M are looking for different options to 
bring down the manufacturing costs. 
They ought to educate customers about 
the need to buy green vehicles and their 
benefits in the long run. 


Green is the future 

Global auto giants like Toyota and 
Honda already have the required infra- 
structure in terms of assembly lines and 
manpower to go green. The Indian Gov- 
ernment should initiate a sustained and 
consistent policy by considerably reduc- 
ing customs duty on importing technology 
and support the automobile sector to par- 
ticipate in sufficient research projects in 
this regard. Some experts are requesting 
the government to introduce continuous 
increase in excise duties for inefficient ve- 
hicles and reward green vehicles. If the 
government exempts green vehicles from 
import duty and registration tax, the 
overall cost of production will reduce and 
the market for them will grow. 

Green vehicles are being projected as 
better alternatives as they emit less 
GHGs per kilometer. Traffic safety is also 
another issue that cannot be ignored, as 
more than 90,000 Indians die in vehicle 
collisions annually. Bulky and gas-guz- 
zling vehicles like SUVs can often reduce 
owner's risk, but inflict more risk on other 
vehicle users. When it comes to utilizing 
full energy potential, there is still a lot of 
room for green vehicles to get close to con- 
ventional vehicles. Hence, petroleum and 
diesel may continue to remain as the im- 
portant form of mobile energy in the near 
future. However, the best possible way to 
reduce oil dependency and minimize 
GHG emissions in the meantime is to 
build conventional vehicles lighter and 
more fuel-efficient. This will lead to a sub- 
stantial reduction in the fiscal deficit of 
the country and air pollution, while ulti- 
mately improving the health standards 
of the people.= 


— N Janardhan Rao and PS Sharath Chandra 
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Chrysler’s Shrink-to-Fit Strategy 








oS 


Steering a New Course 





Chrysler, the ailing automaker, has adopted a newly unveiled strategy to 
eliminate duplicate models, avoid overlapping among brands and 
consdlidate the bloated dealer network. 
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xactly a year ago, Dieter 

Zetsche, the then CEO, 

DaimlerChrysler AG, declared 
that “all options are on the table, our 
thinking does not exclude any options,” 
indicating publicly for the first time 
that Chrysler was in deep trouble and is 
up for sale. Six months later, 80% of 
Chrvsier was sold tc a US private eq- 
uity ärm Cerberus Capital Manage- 
ment for $7.4 bn. However, the difficul- 
ties that forced Daimler’s management 
to put an end to the 199& acquisition of 
Chrysler continue to treuble the Auburn 
Hills automaker. According to the lat- 
est data available, it lost $2.9 bn, which 
includes $1.6 bn in operating losses and 
$1.3 bn in one-time costs in 2007, 
against the earnings of $857 mn in 
2006. 
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In faet, Chrysler is not the only 
automaker that is grappling with 
troubles. The entire US automotive in- 
dustry has been experiencing signifi- 
cant challenges for a decade and half. 
Some of them include considerable de- 
cline in employment, factory shut- 
downs, liquidation among the suppli- 
ers, huge retiree healthcare costs and 
consolidations. The market share of De- 
troit Three—General Motors, Ford, 
and Chrysler—in the US automotive 
industry has been in a state of decline 
for years and fell below 50% for the first 
time ever in the companies’ history in 
July 2007. Though the Detroit Three 
have been facing setbacks and receiving 
bad news, foreign producers, mainly 
Toyota, Honda, Hyundai and Kia, are on 
the growth path. Most prominently, the 


Detroit Three’s manufacturing costs are 
much higher than the imports. When 
the market for SUV’s collapsed, it 
eroded a major portion of the Detroit 
Three’s profit. 


The problems of Detroit Three 
Chrysler has been plagued by several. 
problems, but not from the same that 
its other competitors are suffering. 
Ironically, Chrysler's past success pre- 
vented it from making the much re- 
quired cost-cutting before its fertune re- 
versed. The United Auto Workers 
union, which had renegotiated with 
both GM and Ford to lower retiree 
healthcare costs, declined to revive con- 
tract talks with Chrysler. Since GM and 
Ford have already obtained concessions 
from UAW, they are ahead on 
restructurings and Chrysler is at a com- 
petitive disadvantage. 

Despite spending under the wings of 
German ownership, Chrysler continues 
to be the most US-dependent among 


AA 


the Detroit Three. Only 10% of its sales y 


come from outside the US, compared to 
over 50% of both GM and Ford. This 
may have been a successful strategy in 
the past, however, in the wake of dwin- 
dling US market sales and increased 
competition from imports, it has be- 
come a liability. Yet, as recently as two 
years ago, Chrysler seemed to have 
found answers to its troubles. Chrysler 
had released some stunning models 
like Magnum, Chrysler 300 and Dodge 
Charger that attracted car and truck 
customers. Later soaring energy prices, 
hovering around $100, discouraged cus- 
tomers from owning SUVs, minivans 


and pickups. Chrysler was stuck with . 
the most tax heavy mix of Detroit Three,“ 


because of its heavy reliance on the sale 
of SUVs. In 2007, 72% of the total sales 
in US by DaimlerChrysler came from 
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Chrysler's Shrink-to-Fit Strategy 


“Cerberus, which bought Chrysler, has found that it is completely out of its element when it 
comes to the car business, even though it had hired top executives to help them turn things 


around.” 


How do you view Chrysler's decision to consolidate 
its product portfolio and become a smaller, profit- 
able company? 

Chrysler had no real choice but to consoli- 
date its product portfolio. The company is 
plagued by redundant models which are now 
stepping all over each other in the market. 


Do you think Chrysler has been producing too many 
#-vommon models that consumers didn't really want, 
causing its Jeep and Dodge dealers to compete 
with each other with ever higher incentives? 
Absolutely. Chrysler embarked on this di- 
sastrous strategy several years ago and it 
has played out badly for them. They particu- 
larly botched their Jeep lineup. 


How difficult is the decision to trim the dealer network against the 
backdrop of strong workers union protests? Is it going to adversely 
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dious process and one that is crippling the 
Detroit automakers and their ability to 
change fast enough for market conditions. 


What kind of strategies GM and Ford are adopting to 
face competition from overseas car makers? 

You could go on and on about this question 
but the simple answer is this: GM and Ford 
are finally building cars that are competitive 
in every respect with the foreign 
automakers— quality, performance, effi- 
ciency and safety. The problem is that the 
domestic auto manufacturers in this country 
have lost a generation of buyers to the for- 
eign automakers—and they'll never be back. 
Consumers in America have lost interest in their own domes- 
tic manufacturers, especially on both coasts of the country. 
California in particular, is a disastrous market for the US 
automakers. 


- affect Chrysler in the future? 


It’s not the unions that get in the way of Chrysler's ability to 
reduce its dealer count. It’s not a union issue at all. Fran- 
chise laws in the individual states are absurdly tough, and 
they favor the dealers over the manufacturers, which means 
it is extremely difficult for a manufacturer to close a dealer 
that’s not needed. Right now, Detroit collectively has 60% 
‘more dealers than they actually nee 
in the US. It is a considerably big problem, 
because the domestic manufacturers are forced to reduce 
their dealer count through attrition and consolidation. A te- 


i they're doing 


trucks and SUVs segment compared to 
only 62% and 61% of Ford and GM. But 
a change was gently taking place in the 
market; Toyota and Honda started pro- 
ducing SUV crossovers like Highlander 
and Pilot by adapting car designs and 
met with huge success. Even though 
they lack the power of SUVs, they gave 
more miles per gallon and smoother 
ride. Toyota’s ascent has left Chrysler 
languish in fourth position in the do- 
jg mostic market. The competition for 
market share remains as tough as ever 
in North America. Moreover, Chrysler 
has to allocate a major chunk of its bud- 
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d for the business 


get for technological modification to 
meet newly introduced Corporate Aver- 
age Fuel Economy (CAFE) regulations. 
Even Chrysler’s widely accepted and 
trendy cars could not bail it out from this 
situation, since they do not offer as much 
profit as SUVs and trucks. Besides, two 
of its latest cars, the Dodge Caliber and 
the Chrysler Sebring were a big letdown 
because of cheap interiors. While GM 
and Ford are matching up with the Japa- 
nese and European models in terms of 
quality and sophistication, Chrysler is 
not doing anything in that direction. The 
ailing car maker has failed to find a bal- 


What are the alternatives before Chrysler to revive its sagging fortunes? 
Cerberus, which bought Chrysler, has found that it is com- 
pletely out of its ele 
even though it had 


ment when it comes to the car business, 
hired top executives to help them turn 
things around. Cerberus officials boasted early on to the media 
that they were “in this thing for the long haul”. But the reality 
is that they're in it only ‘long enough’ until they can get out of 
this mess gracefully. I see Carlos Ghosn making Cerberus an 
offer they can’t refuse, and then Chrysler-Jeep-Dodge will be 
absorbed into the Nissan-Renault conglomerate. 


ance between production and demand 
for many years. Chrysler carried on re- 
leasing more vehicles than it was selling, 
and to move them out of dealer lots it 
had to spend on expensive measures like 
discounts and incentives. By the end of 
2007, Chrysler vehicles were languish- 
ing in dealer lots on an average for 102 
days, which is very high when compared 
to its rivals’. 


From Project Alpha to shrink-to-fit 
strategy 

Chrysler has allowed its marketing de- 
cisions to be influenced by manufactur- 
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ing concerns for too long. In the process, 
it has produced several redundant mod- 
els that customers did not like, causing 
dealers to vie with each other in offering 
higher incentives. The present dealer 
network and product portfolio are suit- 
able for a company that sells four mil- 
lion vehicles a year, N ardelli has imme- 
diately slashed 10,000 more jobs, in ad- 
dition to the 13,000 job cuts already 
made under the previous consolidation 
strategy, named ‘Project Alpha’, by re- 
moving shifts and getting rid of four un- 
profitable models. He is also planning 
to make some money by selling off land, 
old factories and other assets. 

Now to streamline its operations 
with the changing tastes of American 
car buyers and improve sales, the new 
management of Chrysler has embarked 
on another ambitious plan called 
‘Shrink-to-fit’ strategy as a part of 
‘Project Genesis’ program. The plan 
sounds simple: Eliminate duplicate 
models to avoid overlapping among 
brands and consolidate the bloated 
dealer network so that it can generate 
healthy profits again. Chrysler's earlier 
consolidation strategy, which was ex- 
ecuted four years ago to reduce and com- 
bine dealers, trimmed its dealer net- 
work down from 4,000 to 3,600. The 
automaker’s current 3,500 dealerships 
nationwide will be reduced by one-third 
through merger, buyouts, or by dealers 
opting out of business under the new 
Strategy. 


Removing redundancies 

Earlier, Chrysler thought that various 
models can be created from a Single 
platform and knocked put similar ve- 
hicles under different names to save 
money. James Press, VC, commented, 
“They really serve the same customers, 
why not havea Single great van for fami- 
lies and mature people?” Chrysler’s 
management did not let dealers know 
yet as to which models would face the 
axe. However, if Chrysler stops produc- 
ing all of its redundant models, 
Chrysler would lose about 600,000 ve- 
hicles’ worth of sales, Even if 20% of 
those customers buy its cars again, the 
company’s market share would go down 


60 | Apri 2008 | 


- Dr. Peter Mori 


Professor, Ph.D., State University of New York at Albar 


Currently, Chrysler's product portfolio does not match up to 
the demand for more fuel-efficient vehicles. It does not have a 
good vehicle, for example, in the Camry mid-sized vehicle 
Class or Corolla compact category. Overall, its vehicles suffer 
from poor quality (for example, cheap interiors) and reliability. 
This, in part, reflects its higher production costs than the 
transplants. 

In the short-term, Chrysler needs to trim Capacity to align 
production with demand and make a profit on a per vehicle 
basis and improve component quality (interiors). Longer- 
term, it needs better product or its market share will continue to 
decline. Nardelli is refreshing in that he sees and admits these things; however, he is no magician, 
and how he will solve these problems, while still working out high labor and legacy costs, remains 
a puzzle. 

On the development front, Chrysler became too dependent on Daimler for drive train technol- 
ogy, and now must redevelop that capability to create new models effectively. That is a formidable 
challenge. Even Ford and GM lag behind Toyota and Honda in small engine and alternative (hybrid) 





technologies, but that is where the most important work needs to be done. 


Chrysler is seeking to source vehicles fro 


m abroad, move engineering abroad, and obtain 


contracts to make other car maker's nameplates on its assembly facilities—those are difficult tasks. 
However, it still faces long-term engineering and North American production cost Challenges. This 
is not too different from Ford and GM, but for Chrysler the Challenges are more daunting. 


from 13% today to around 9%. But 
James Press claims that the strategy is 
not to reduce the size of the company or 
its market share. He informed dealers 
in San Francisco that Chrysler would 
streamline its production with an aim 
to sell 2 million to 2.5 million vehicles a 
year, against just fewer than 2.1 million 
last year. He also said that Chrysler in- 
tends to add fresh models to attract 
new customers who are not buying 
Chrysler’s brands. 


Survival of the fittest 

Toyota has about 1,450 dealerships all 
over the country, far less than 3,600 of 
Chrysler, but sells 1.000 vehicles per 
dealer versus only 756 by Chrysler. Cur- 
rently, a majority of Chrysler dealers are 
carrying one or two brands, but not all 
three models, i.e., Chrysler, Dodge and 
Jeep in the same location. Having a 
widespread, profitable dealer system is 
a huge advantage for overseas car mak- 
ers, and a disadvantage for domestic 
ones like Chrysler. In the ease of Toyota, 
the strong dealer network provided an 
opportunity to reinvest in various facili- 


ties, to employ the best sales personne] 
and, most importantly, to spend more on 
advertising and marketing to capture 
the market. To deliver profits at current 
sales volumes, all three brands need to 
be under the same roof Hence, Chrysler 
may be taking a leaf out of Toyota’s 
book—which has far less dealers but 
doing better than Chrysler—making its. 
dealerships more cost-effective. 


Hurdles remain 

However, most of the dealers are able to 
generate decent money on service and 
pre-owned car sales, so they do not feel 
the need to close their family business 
built over generations. There are sev- 
eral state and Federal franchise laws 
that protect dealerg rights and prevent 
Chrysler from eliminating them. Issues 
such as attempting to close a dealer- 
ship depend on what is written in the 
contract between the dealership holder 
and the company. The company should 
be able to prove the dealer fraudulent, 
or sales must drop significantly in order 
to close a dealership. Some of the fran- 
chise laws grant Chrysler’s dealers ex- 
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Chrysler s Shrink-t0-Fit Strategy 
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clusive sales rights within 10 miles of 
their dealerships, making it very diffi- 
cult to consolidate with others. How- 
ever, Chrysler can still force the issue of 
consolidation, as it starts producing 
fewer cars to avoid overlapping of mod- 
els, and this will push the marginal 
dealers, who are not selling all the mod- 
els, over the edge and add pressure to 
consolidate on their own. Chrysler and 
its cash-rich private owners can achieve 
their objective by giving some cash in- 
centives to dealers, as they handed out 
billions of dollars to buy out unionized 
workers. According to Forbes estimates, 
it would cost a staggering $1.9 bn for 
Chrysler to buy out 1,600 dealers. Given 
the sorry state of the industry, Chrysler 
is unlikely to spend such a huge 
amount. It might have to persuade the 
struggling dealers, as they have no 
other alternative. John Snow, Chair- 
man, Cerberus Capital Management, 
says that Cerberus will remain com- 
mitted to minority dealers and is will- 
ing to help Chrysler LLC dealers to find 
financing to accelerate the consolida- 
tion of the dealer body. 


Eyeing emerging markets 

According to CSM Worldwide, a leading 
company that forecasts global automo- 
bile trends, Chrysler’s global produc- 
tion is expected to fall more than 4% 
from 2007 to 2013. It has virtually no 


Detroit's Cars 
Dealer Lots-2007 


Chrysler 
Source: marketoracle.co.uk 
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sales in the world’s fastest growing 
markets. Chrysler’s heavy dependence 
on the US market offers little chance for 
further growth. Even though Chrysler is 
strongly represented in the American 
market it has no brands of its own that 
can capture significant market share in 
the Asian and European markets. 
With the ever-increasing trend of 
consumerism, countries like China and 
Russia are currently the fastest grow- 
ing auto markets in the world. The Chi- 


nese penchant for all American things 
could offer Chrysler with a great oppor- 
tunity. Sensing an opportunity, it is 
also planning to increase sales in ma- 
ture markets like Western Europe and 
Japan. For instance, in Europe, it is 
adding 100 new franchises to help that 
cause. Last year, Chrysler’s non-US 
sales for the second quarter are encour- 
aging, as they climbed 10%. Chrysler’s 
global plans also consist of granting li- 
censes to local car makers, which it 
thinks is the fastest mode to launch 
products in overseas markets. Accord- 


investors. 


(average days at dealership) 


If the current turnaround plans succeed, Chrysler 
can create enough value and deliver profit to the 


ingly, China’s South East Motors 
started manufacturing Grand Voyager 
minivans in August 2007 under a li- 
censing agreement and Nissan began 
producing small cars on behalf of 
Chrysler in South American market. 


Not better-off alone? 

With Cerberus Capital Management 
already under pressure from its ill- 
timed acquisition of a 51% stake in 
GM's financial-services arm GMAC, it 





is unlikely to put extra money in 
Chrysler. Meanwhile, it is busy with 
preparing some alternative plans for 
the company’s future. Jerome York, 
former Chief Financial Officer, predicts 
that Cerberus will likely merge 
Chrysler with another overseas partner 
and “it is not viable as a stand-alone 
company.” Analysts are also of the opin- 
ion that Cerberus is left with two plans 
for Chrysler: Turn it around with glo- 
bally acceptable vehicles, improve effi- 
ciency and forge global alliances; or 
split it and sell assets such as the Jeep 
brand. However, intertwined engineer- 
ing, manufacturing and sales opera- 
tions make it nearly impractical to spin 
off, and having few non-automotive as- 
sets also acts against it. If the current 
turnaround plans succeed, Chrysler can 
create enough value and deliver profit to 
the investors; otherwise, it would have 
to unlock value by selling Chrysler off in 
parts. David Barnes, spokesman, 
Chrysler, is confident that the company 
will recover and the addition ef many 
executives from other automakers is an 
indication of its viability. However, it is 
much easier to lose market share than 
to gain it.s= 


— N Janardhan Rao and PS Sharath Chandra 
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BankMARCH-SQA 


‘BankMARCH-SQA” is a proprietary model to assess Customer Service 
Quality for Bank Branches. 


Customer service quality is a combination of quality aspects of physical 
environment & infrastructure and service process & functions. It is 
assessed through 


e Customers’ Perceptions on the services and products 
e Customers’ Satisfaction on the services and products 
e Customers’ Need and Gap in the services and products, 


; A ‘Service Quality’ audit is an aid to 


Measuring satisfaction level of the customers 
Identifying changes required in infrastructure, 
systems and procedures 
e Monitoring ‘Customer Churn’ 
e Tracking satisfaction level over time 
It will help you strengthen your relationship with your customers 
It will help you understand your customer expectations (quality, 
service and performance) more clearly, and take suitable steps to 
measure up to them. 
































MARCH Marketing Consultancy & Research, a research based 
consulting organization based in Hyderabad, has developed this model, 
keeping in mind these aspects. 


| Features of BankKMARCH-SQA® 


è It assesses bank branch’s customer service quality through 
set of statistical techniques and mathematical algorithms. 

e It analyses the gap between the service expected by the 
customers and actual service delivery effected by the bank 
branch. 


i Deliverables 


è Need-Gap analysis (‘Expected Service’ Vs. ‘Actual Delivery of 
Service’) 
Customer satisfaction Index & Service Quality Index 
Customer Profile details 
MARCH’s Recommendations. 





For more information, please contact: 


Manager 

Service Quality & Satisfaction Measurement Division 

MARCH Marketing Consultancy & Research 

6* Floor, Astral Heights, Road No.1, Banjara Hills, Hyderabad - 500 034 
Marketing Consultancy & Research Phone: 040-23430481/82/63, Fax: 040-23430480, 

e-mail: bankmarehsqa@marchresearch.com, web:www.marchresearch.com 
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Bond Insurance Crisis 


Wall Street's Woes 


eke n g , 


The bond insurance crisis has emerged as a key challenge for the regulators 





and policy makers, who are trying to fend off the mess right away before it 
sends the whole financial system into disarray. 





fter the subprime mortgage col- 
lapse and the global credit 
runch, the bond insurance cri- 
sis—a new quandary that could be just 
the warning of another financial fi- 
asco-~has started deepening. Leading 
bond insurers like MBIA, Ambac Fi- 
nancial and FGIC, which are popularly 
known as ‘monolines’, are altogether a 
key cause of concern for Wall Street 
since their credit ratings came under in- 
creasing pressure due to their involve- 
ment with risky mortgage-backed secu- 
rities that have lost value. Bond insur- 
ers focused exclusively on standing be- 
hind municipal bonds for many years. 
They were engulfed by present crisis 
when they entered into the world of 





r structured finance and complicated 


credit derivatives. It is now clearly no- 
ticeable that the battered bond insur- 
ers will face a severe capital deficit. As 
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per Moody’s Investor Service, about half 
of municipal bonds are supported by in- 
surance, of which 563,000 individual 
ratings are under debt downgrades. 


The vulnerable victims 

Even though Ambac and MBIA——the 
two most troubled monolines—retain 
top-notch credit ratings, doubts have 
been raised about their municipal guar- 
antees. Both are on the verge of a criti- 
cal situation. Rating agencies like 
Moody’s Investors Service and Stan- 
dard & Poor’s have warned that they 
would strip them of their top-notch 
‘AAA’ ratings. Credit Default Swaps 
(CDSs) on the debt of MBIA and Ambac 
indicate that the companies will de- 
fault in the next five years. In the last 
week of January, Ambac posted a quar- 
terly loss of $3.3 bn, just a few days af- 
ter Fitch Ratings downgraded its triple- 


A status. Several bond insurers are ex- 
periencing rating downgrades and po- 
tential collapse because of their under- 
mined capital position. 

However, such downgrades would be 
a great threat not only to the insurers’ 
municipal and corporate debt insurance 
business, but also to the stability of the 
entire financial system. A downgrade 
will certainly compel insurers like 
Ambac and MBIA to raise capital re- 
quirements for maintaining their 
triple-A rating. Major US financial in- 
stitutions, which have been the werst 
victims of the credit crunch, would face 
further write-downs. Eliot Spitzer, Gov- 
ernor, New York, says: “The crisis 
moved from the financial markets nto 
the entire American economy. It will af- 
fect state and local taxes. A collapse of 
bond insurers will adversely affect mu- 
nicipalities, investors and if unchecked, 
many average Americans.” If the bond 
insurers fail to raise capital require- 
ments, it will result in an inexorable 
breakdown in the market for the mu- 
nicipal bonds, Collateral Debt Obliga- 
tions (CDOs) and other paper insured 
by these companies. The collapse ef the 
bond insurance industry would, in turn, 
trim down funding for state govern- 
ments, affect several infrastructure 
projects, such as building of schoois and 
roads, adversely and could further gen- 
erate an additional drag on the already 
distressed US economy. 

Though fingers point at the 
subprime lending crisis as the foremost 
reason for the distress in the bond in- 
surance industry, the failure of mort- 
gage brokers, lenders and appraisers to 
uphold rational standards has further 
made the situation complex. Experts 
opine that the rating agencies relied on 
imprecise statistics without question- 
ing the underlying data. Having got a 
wrong idea of the CDO market, the rat- 
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ing agencies preserved the AAA rating tured financial guarantees. Moreover, by optimistic. Gary Dunton, Chief Execu- i 


on CDOs. Rating ageneies did not force 
MBIA and Ambac to hold increased 
capital against their CDO holdings even 
when the housing market began to ex- 
plode. Michael Callen, Chairman, 
Ambac Financial Greup, says that 
‘stable and predictable’ credit ratings by 
the rating agencies are required to re- 
store investors’ confidence in the bond 
insurance industry, In the process, to en- 
large their business Hnes beyond the 
traditional municipal bond markets, 
the monclines themselves have gone for 
& more independent and better assess- 
ment of risk. However, the situation has 
turnec bitter today. 


Plan to rescue bond insurers 
Spitzer feels that if proper action is not 
taken, this could be a financial tsunami 
that might cause substantial damage 
throughout the US economy. To be sure, 
the course of resolving the mess is not 
trouble-free. There will be extensive 
losses and excruciating adjustments in 
the way zo have a solution to this crisis, 
At present, New York is structuring a 
solution since a majority ef the biggest 
bond insurance companies are domiciled 
in and primarily regulated by New York. 
Over the last few months, New York 
state regulators have been taking sev- 
eral steps. A recent report says that 
State Insurance Department has been 
working on a daily basis with alj the 
stakeholders—the monoline insurers, 
their main stockholders, the banks and 
investment banks, financial consult- 
ants, private equity investors and the 
rating agencies. 

Many, including Eric Dinalle, Super- 
intendent, State Insurance Department, 
are of the view that recapitalizing the 
bond insurers would be the best solution 
to deal with the crisis. Otherwise, the di- 
vide and survive’ option might be an- 
other way out to protect the insurers and 
municipal bond customers in the event of 
failure of recapitalization plan. These 
bond insurers would be broken up into 
two companies, i.e., one, a ‘good book’ 
that would handle the strong municipal 
bend insurance business, and the sec- 
end, a ‘bad book’ to manage the struc- 
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separating the ‘good book’ of municipal 
guarantees from the ‘bad book’ of guar- 
antees on ‘structured’ debt, regulators 
hope to stem the municipal bond crisis 
that is pushing up funding costs for mu- 
nicipal borrowers across the U S. 
Realizing the urgency to respond to 
the crisis, Ambac and MBIA have de- 
clared several plans to raise capital for 
protecting their ratings, though efforts to 
keep a triple-A rating could be equiva- 
lent to lifting up capital. Ambac is nego- 
tiating a $3 bn cash addition. Ambac 
said in a statement that it is “evaluating 
Strategic alternatives with a number of 
potential partners,” as it seeks to uphold 
its ‘AAA’ credit rating. However, FGIC f 
which has already lost its triple-A credit 
rating, has asked the New York insur- 
ance regulator to permit it to split its 
municipal bond dealing from its riskier 
activities. In an instant effort to stabi- 
lize the credit ratings on $220 bn of mu- 
nicipal bonds guaranteed by FGIC, the 
New York insurance regulator held talks 
with sovereign wealth funds, Warren 
Buffet and other investors. Warren 
Buffett, the billionaire investor, stepped 
into the bond insurance crisis and pro- 
posed to take over the monolines’ tradi- 
tional and comparatively risk-free busi- 
ness of guaranteeing municipal bonds 
and leaving the insurers alone to man- 
age their upsetting subprime exposure. 
Top US and European banks have 
thrown some light on the extent of the 
bond insurance crisis. According to John 
Thain, Chief Executive, Merrill Lynch, 
an industry-wide solution would be 
‘hard to get’ given the banks’ different 
exposure to credit insurers. Banks like 
Citigroup, Barclays, Royale Bank of 
Scotland, Société Genérale, UBS, ete., 
are looking at supporting Ambac. 
Merril Lynch and UBS transferred bil- 
lions of dollars of credit risk to the bond 
insurers in case the subprime backed 
bonds on their books ever defaulted. 


Uncertainty prevails 

There is a growing uncertainty whether 
the troubled monolines, can find new 
capital in time to avoid losing their 
triple-A ratings. But the insurers are 


tive, MBIA, says, “We believe our capi- Y 
tal plan meets or exceeds the require- 
ments previously outlined by Moody’s 
and the other two major rating agen- 
cies.” MBIA further told that it did not 
have adequate capital to survive indus- 
try-wide distress. Ambac also has come 
forward with similar reassurances. 

However, municipal borrowers are 
being influenced by the insurers’ lack of 
confidence in this regard. Recapitaliza- 
tion may be an option to stabilize the 
insurance companies without dividing 
them, but this process may not restore 
confidence. Again, the idea of splitting 
the companies’ insurance portfolios is 
opposed by many, including MBIA and ~ 
FGIC. They argue that splitting of bond 
insurers would further lead to losses for 
banks that have taken insurance from 
the bond insurers on mortgage-backed 
securities and CDOs, and later used it as 
counterparty to derivatives positions. 
The reactions of the banks and other in- 
stitutions that are counterparties to 
bond insurers’ structured finance guar- 
antees will be crucial in determining 
whether or not this plan will work. 

It is also less clear as to what could 
be the process for rating the two result- 
ing companies. Yet, many experts 
opine that Separating the two risk 
portfolios may be a good approach 
which will help restore the investors’ 
confidence in the financial markets 
broadly and particularly in the $2.6 tn 
municipal bond market. The support of 
the regulators is highly essential to 
split the companies equitably, but the 
alternative ways to divide the munici- 
pal insurance should not be ruled cut. 
The beleaguered monolines could sell 
their municipal business outright, 
raising capital to support the rest, or 
they could even reinsure their munici- 
pal liabilities with a stronger insurer. 
As Jay Brown, MBIA’s Chief Executive 
says, “The ultimate solution to the cri- 
sis in the credit markets may be more 


regulation, particularly of the $45 tn ee, 


credit derivatives market.”s 
~ N Janardhan Rao and Siba Prasad Pothal 
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Equity-Linked FMPs 


The Less Risky Option 





in yet another innovative move, fund houses like ICICI Prudential and 


Deutsche AMC have launched Equity-Linked Fixed Maturity Plans. Given the 


recent crash of Indian bourses and widespread erosion of investors’ wealth, 
the fund is indeed noble, innovative and timely. However, the success of 
such funds depends largely on the discretion of the fund managers. 





The first rule in investing is not to lose 
any money. The second rule is not to forget 
the first rule. 

~ Warren Buffett 
Chairman of the Berkshire 
Hathaway group of companies 


urbulent markets are always a 

matter of panic for retail inves- 

tors. Indeed, prolonged turbu- 
lence in market coupled with short- 
term bearish outlook has led to severe 
bloodbath on Indian bourses in recent 
times. Many over-enthusiastic inves- 
“tors who had bet their money on pure 
equities have received a severe ham- 
mering in the current turmoil. A num- 
ber of stocks, which were trading close 
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to their all-time highs a few months 
ago, have now tumbled to their 52-week 
lows in the current collapse. According to 
the data compiled by leading business 
daily, The Economic Times, around 164 
stocks have touched their respective one- 
year lows in February-March, after hav- 
ing scaled their yearly or all-time highs 
in December-January. This has com- 
pelled the Asset Management Compa- 
nies (AMCs) to concentrate more on re- 
modeling their product portfolios and in- 
troducing more Capital Protection 
Schemes (CPS). 

These schemes are also gaining 
popularity among the investor commu- 
nity as they promise capital protection 
with comparatively less risks. A typical 


CPS invests a small portion of the over- 
all portfolio in equities and the rest is 
allocated to debt and money market in- 
struments. By allocating a part to equi- 
ties, the gain is guaranteed if there is a 
boom in the stock market and downside 
loss is also protected through invest- 
ments in relatively safe debt markets. 
In their latest moves, fund houses such 
as ICICI and Deutsche have launched 
fixed maturity plans which are linked to 
a particular index. 


Novel product 

India’s innovation-driven fund house 
ICICI Prudential AMC has also come 
up with a novel product which is first of 
its kind in India: Equity-linked Fixed 
Maturity Plan FMP). The scheme is 
indeed original in the sense that no 
fixed maturity plan in India has so far 
gambled risk-averse investors money 
in equities. In that sense, this scheme 
by India’s second largest fund house is 
indeed a trend-setter. 

This ICICI Prudential FMP Series 
93._is a close-ended debt fund which 
seeks to invest up to 80% in Equity- 
Linked Debentures (ELD). And the rest 
would be allocated to debt securities 
with fixed and floating interest rates, 
with ratings generally AA- or above. 
ELDs are usually floated by many issu- 
ing banks like Citibank, Deutsche 
Bank, Merrill Lynch, Kotak Bank, ete. 
Being floating rate debt instrument, 
ELD’s coupon is based on the returns of 
the underlying equity index. And since 
the ELDs are basically debentures with 
varying coupon, the principal is pro- 
tected. Thereby, an equity-linked FMP 
provides the gain of equity as well as 
protects capital from downside move- 
ment of the market through a debt 
structure. 

The maturity period of the scheme 
is 33 months and the face value of the 
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scheme had been fixed at Rs 10 per unit. 
The fund has no entry load and inves- 
tors may redeem the units on the stipu- 
latec. dates on which repurchase facility 
is provided, at Net Asset Value (NAV) 
prices. 


The fund’s pledge 

The imitable success of some foreign 
banks, such as Citigroup Finance, 
DSP-Merrill Lynch and Barclays 
Group, in selling bonds tied te the 
Nifty to High Net Worth (HNW) ch- 
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ents and the current havoc in the eq- 
uity market have pushed the ICICI 
Prudential AMC to come up with this 
innovative product for the retail inves- 
tors. Typically, traditional equity mu- 
tual funds offer market-linked returns 
when the equity market goes up and 
negative returns when the market 
falls. Nonetheless, it is claimed by the 
fund house that the composition of this 
equity-linked FMP has been cali- 
brated in such a manner that when eq- 
uity market moves northwards, the 


ourages parti | icipation from retail investors by proving th 


y market movement, while protectin 





ing them an opportunity to. on from t : ; o : oe 
ment, while protecting their initial corpus. It is 
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What are the advantages and dieadvantages a af the fund fom nme inves- 








fund fetches equity-linked returns and 
when the equity market falls, the 
structure of the debenture steps in and 
shields investors from losing their ini- 
tial corpus. 

India’s leading rating agency Crisil 
has accorded a rating AAAfr to this 
fund. The rating ascribed by Crisil 
symbolizes that the fund’s portfolio 
will provide very strong protection 
against losses that crop up due to 
credit/default risk. However, the suffix 
r at the end of the rating indicates 
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Equity-Linked FMPs 
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vative product offering designed to meet specific investor 


K needs through providing the combined benefit of FMP and the 


k fund and thus equity like returns are 


y 


equity markets. 

Sapna Narang: Since equity markets can be very volatile, 

certain classes of investors are hesitant to invest in equity. 

Though these investors have the comfort of capital protection, 

they miss out on the long-term growth offered by equity as an 

asset class. The advantages of this product are that: 

a It offers the upside of equity, while also providing capital 
protection. 

a Investments are possible with minimum 
amount of Rs. 5000. Thus, a sophisti- 
cated instrument such as ELD is being 
made accessible to retail investors 
through this product. 

The disadvantages of this product are: 

a Taxation: It is taxed like a debt mutual 


available at debt like taxes. 
= Illiquidity: Though the product offers exit 
every six months, it is at an exit load of 5%. 
a The fund intends to invest only 65% of its 
corpus in ELDs. Thus, only a part of the 
corpus has potential to offer ‘equity’ 
linked returns. 





Sapna Narang 
Managing Partner 
Capital League, Gurgaon 


of 1.5 %, with 0 nos of defaults in 2005 and 2006. The remain- 

ing, which will be invested in debt securities, with ratings 

generally are AA- or above. Also investment decisions will be 
made post analyzing the creditworthiness and execution ca- 
pabilities of the organization. 

Sapna Narang: Risks in this fund are: 

a Credit risk: In an ELD, in case the issuer of the debenture 
defaults, capital will be eroded. In this specific product, 
the fund investments are being made in AAA-rated issu- 
ers like DSP ML Capital, HDFC Ltd., GE Capital, etc., so 

credit risk is very low. 

a Returns: The returns of the fund are 

based on the ‘initial’ and ‘final’ value of the 

Nifty. Here ‘initial’ and ‘final’ values are de- 

fined as average of first three months’ read- 

ing and average of last three months’ read- 
ing respectively. The reading for each month 
is the Nifty value at end of month. 

Assume a case where the equity market 
is appreciating at a fast pace for three years 
and then falls steeply in the 35"-month be- 
fore recovering in the 36"-month. The inves- 
tor will get a lower return vis-a-vis the mar- 
ket since the ‘final’ value is the average of 
the Nifty value for last three months. 





What are the inherent risks attached to this fund? 
Chaitanya Pande: The fund does pose certain risks like the 
credit risk. There is also a market risk: In case the Nifty does 
not appreciate the investors can get negligible returns. How- 
ever, even though market risk is present by way of possibility 
of limited returns the advantage of downside protection pre- 
vents capital erosion, which acts as a big comfort during peri- 
ods of volatility. 

With regards to the credit risk, the fund will seek to invest 


t up to 80% in equity-linked debentures with rating of AA(r) or 


above. Instruments rated ‘AA’ are judged to offer a high de- 
gree of safety with regard to timely payment of financial obli- 
gations. Also historic data states that CRISIL’s default rates 
for the last seven years, i.e., 2000 to 2007, stood at an average 


How bright is the future of this fund? 
Chaitanya Pande: ICICI Prudential FMP Series 33 is a first 
of its kind product to be launched in India from the Mutual 
Fund platform. Going forward such funds will form an impor- 
tant part of an individualľ’s asset allocation depending on his 
risk profile and investment objective. It provides investors 
the unique advantage of gaining from India’s growth story 
while also ensuring that the investor is worry-free during a 
downturn. Thus, fund plays a crucial role in asset allocation 
and helps to mitigate the risk in the individual’s investment 
portfolio thus helping him achieve his financial objectives. 
Going forward, this fund is linked to the Nifty movement 
hence the performance cannot be compared to that of other 
international funds. 


that payments on the rated instru- 
ment have all the risks other than 
credit risk. This implies that the 
NAVs of the scheme may be impacted 
by unforeseen changes in the general 
market conditions, prevailing interest 
rates, various market-related factors 
and trading volumes and even by 
settlement periods. However, the fund 
house avers that this equity-linked 
FMP would bring in an investment so- 
lution to the risk-averse investors by 
offering risk-managed returns. They 
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also insist that this product would 
have ideally safeguarded the investors 
from wealth erosion in the recent 
crash. The confidence of the ICICI 
Prudential’s management has been 
echoed in the words of Nimesh Shah, 
the Managing Director, who com- 
mented that, “This product is specially 
targeted towards investors who are 
risk-averse and do not invest in equity 
markets due to the fear of losing their 
money. This product offers the oppor- 
tunity to such investors to benefit with 


Nifty index linked returns when mar- 
kets go up while remaining worry-free 
if markets were to go down.” 


Caveat-emptor 

From the investors’ perspective, the 
scheme is not completely risk-free. The 
introduction of equity means that there 
are some risks to be taken care of. The 
normal expectation of the investors is 
that when they invest in an FMP, cer- 
tain returns will definitely be earned if 
they hold the scheme till maturity. This 
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Financial Markets 
Sapna Narang: The launch of this product has addressedthe on maturity (subject to the credit risk of the issuer). The c 


need of a large number of investors who aspired to get the 
upside of equity without the fear of losing their capital. I think 
equity-linked FMP has the potential to become a significant 
product category. 

I cannot comment on a specific fund since its success 
would depend on a number of issues like market scenario at 
the time of launch, extent of marketing, etc. 


ing structured financial products to retail investors through 
an MF route. And there are many different ways of structur- 
ing financial products to offer different risk-reward payoffs. 
But structured products have become quite popular overseas 
due to the vast number of options they offer. 


How the capital protection can be ensured through this fund? 

Chaitanya Pande: The fund has currently invested around 
65% in equity-linked debentures. The balance will be in- 
vested in debt securities with fixed and floating interest 


pon of the same is based on the return ofthe underlying equ 
index and the movement of the index on the basis of a f 
mula: average of the first two months (starting point) and t 
average of 31* to the 33"-month (ending point). Thus, t 
returns will be the average of this and will be linked to t 
Nifty subject to 100% cap, while during a downswing the ca] 
tal will be protected. 

Sapna Narang: This fund is basically investing in ELDs ı 
fered by different issuers. An ELD can be constructed by pac 
aging a call option and a zero coupon bond. The call opti: 
provides the debenture buyer with exposure to underlying e 
uity. The zero coupon bond provides principal protection sin, 
it accrues from its discount value to its par value over a spec 
fied period of time. 


Any other comments? 

Sapna Narang: This fund is appropriate for those who hav 
not invested in equity so far for fear of losing their capita, 
And also it is appropriate for those who have made sufficien 
profits in the last few years and would now like to book an 


rates. Equity-linked debenture wil] generally return principal 


particular scheme, being an FMP, also 
tries to eliminate risk by a mode of 
structuring the portfolio. Generally, 
this kind of funds invests a bulk of the 
corpus (around 80%) in debt instru- 
ments and the balance (around 20%) in 
equities. The portfolio is smartly or- 
chestrated so that the amount of money 





appreciation. 


invested in the debt component be- 
comes equivalent to the initial invest- 
ment on maturity. Thus, the debt part 
of equity-linked FMP preserves the ini- 
tial investments made by investors, 
while the equity portion is utilized to 
generate capital appreciation. 
However, this particular fund of 
ICICI Prudential, seeks to invest up to 
80% in ELDs and the rest in various 
kinds of debt. Though the fund promises 
protection of initial corpus, there is no 
forma. assurance of capital guarantee 
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The debt part of equity-linked FMP preserves the 
initial investments made by investors, while 
the equity portion is utilized to generate capital 


upside. 


like that of Portfolio Management Ser- 
vices (PMS) of HNW clients which do 
charge 4-5% additional fee for the guar- 
antee offered, 

Moreover, the scheme may also 
use relatively complex derivative in- 
struments such as interest rate 
Swaps and forward rate agreements 





for hedging and portfolio balancing 
Purposes, as permitted under the 
fund’s guidelines. The tie-up with de- 
rivatives will definitely expose the 
scheme to certain risks peculiar to 
such instruments. Besides, the 
scheme is also empowered to invest in 
securities which are not listed on a 
stock exchange i.e., unlisted securities 
which by nature are subject to wider 
price variation, less liquidity and 
more risk than those which are traded 
in the open market. 


protect their profits at the same time not lose out on furthe 


However, portfolio structuring 
Strategies and the execution of the 
same depend upon the discretion of the 
fund managers. But the identification 
and execution of the Strategies to be 
pursued by the fund manager are also 
fraught with uncertainty, and the deci- 
sion of the fund manager may not al- 
ways be profitable. It cannot be as- 
sured that the fund manager will be 
able to identify and execute such strat- 
egies with mathematical precision. 

Finally, various kinds of securities 
in which the scheme would invest gen- 
erally come with different levels and 
kinds of risk. Accordingly, the scheme’s 
risk may rise or fall, depending upon 
the pattern of investment. For in- 
stance, corporate bonds involve a 
higher amount of risk than government 
securities. Again, even among the cor- 
porate bonds, bonds with AAA rating 
are comparatively less risky than 
bonds with AA rating. So the efficacy 
and the success of the scheme, at large, 
depend upon the prudence of the fund 
managers.s 5 


- Y Bala Bharathi and Sanjoy De 
eee 
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E INTERNATIONAL ECONOMY 





US Dollar and BoP Deficit 


The Keynesian Cure 





As long as the phenomenon of rising US trade deficit does not create 
inflation in the surplus nations and unemployment in the US, the Keynesian 
financing of the global growth is benign for the US and global economy. 


— Dr. Satyendra Nayak 


Adjunct Professor, Center for Advanced Banking & Finance Studies, 


ver the last two decades, the 

phenomenon of globalization 

has put the US dollar at the 
global center stage. The dollar emerged 
as the international currency in the 
post-war period, replacing the earlier 
mighty pound sterling, which lost its 
strength and global acceptability dur- 
ing the two World Wars. Under the edi- 
fice of the IMF, created at the Bretton 
Woods in 1944, the global monetary co- 
operation planned to provide for financ- 
ing the Balance of Payment (BoP) defi- 
cits. This architectural feature carried 
an underpinning of Keynesian philoso- 
phy, which advocated budgetary deficit 
financing for domestic economies. The 
BoP financing constituted a vital func- 
tional feature of the Bretton Woods, 
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The Icfai Business School, Mumbai. 


but continued also in the post Bretton 
Woods floating rates systems govern- 
ing the global payment flows. When 
dollar assumed the role of global cur- 
rency, the responsibility of the Federal 
Reserve, the US government, and also 
the American financial system went 
beyond their territorial borders. The 
US undertook the obligation to provide 
the rest of the world with the quantum 
of dollars it required at a price (ex- 
change rate and interest rate). The 
post-war global growth owes its 
sustainability to Keynesianism and 
dollar. Keynesianism created, domes- 
tically through government budget 
deficits and internationally through 
US BoP deficits, the right economic 
milieu, while a strong dollar and US 


BoP deficits financed the global growth 
with stability. 

Is the US BoP deficit a zero-sum 
game? The counterpart of the US BoP 
deficit is primarily the BoP surpluses of 
several nations of Asia. The Asian na- 
tions, comprising China and Hong Kong, 
South Korea, Taiwan, Japan and India, 
have been the largest accumulators of 
forex reserves. Although deficits and sur- 
pluses are two sides of the same coin, the 
US BoP deficits have not been zero sum 
game but a positive growth impulse. The 
Asian miracle, despite the 1997, crisis 
has been the creation of globalization fi- 
nanced through the US BoP deficits. This 
contrasts with what the US had to do in 
the 1950s and the 1960s, when it was pri- 
marily an industrial economy, unlike its 
predominance as a service economy now. 
During the 1950s and the 1960s, the US 
enjoyed trade and current account sur- 
plus in its BoP and had to incur deficit in 
its capital account to supply dollars to the 
rest of the world. It gave loans and aid 
which were financed from the US budget. 

In the post Bretton Woods floating 
exchange rates system, the US economy 
underwent a structural transformation. 
Increasing trade deficit due to the mi- 
gration of its commodity manufacturing 
to other low-cost producers of Asia and 
Latin America became a feature of the 
US economy. The rising trade deficit 
has often been viewed with apprehen- 
sion and doubt by many economic and 
political observers. But the phenom- 
enon of the US trade deficit is benign. It 
is not zero-sum identity. Nor is it a ma- 
lignant manifestation of any economic 
malady. It is benefitting the US and 
others in many ways. Through its trade 
deficit, the US is augmenting the do- 
mestic supplies of goods at a much 
lower price. Both higher supplies and 
low prices are keeping the inflation rate 
low. Trade deficit also reduces money 
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ipply and restricts monetary expan- 
on from pushing prices upward. 

The US trade deficits create sur- 

luses for many export-oriented na- 
ons in Asia. Exports to the US give 
heir economies a higher growth mo- 
aentum, with China being the largest 
eneficiary of all, boasting of 10%-plus 
rowth rate for more than a decade and 
'1 tn in forex reserves. The US imports 
ilso enable the exporting nations to 
meet their demand for dollars. This is 
sasier for the US, since it had to give 
loans to other nations to meet their de- 
mand for dollars in the 1960s when it 
was enjoying export surplus. Trade is 
better than debt. Debt involves servic- 
ing and hence is a burden. Trade is not. 
Trade is self-liquidating and is benefi- 
cial when it is ongoing and recurring, 
while debt often needs further debt to 
repay the earlier one and therefore be- 
comes onerous. The US trade deficit is 
more synergistic for the growth and sta- 
bility of the global economy and mon- 
etary system. 

The rising forex reserves of the 
emerging market economies reflect the 
satiation of the rest of the world’s de- 
mand for dollars. The US is achieving 
this without any burden to its federal 
budget, which used to finance external 
loans and aid earlier. In fact, the US is 
also the beneficiary in this process be- 
cause forex reserves of the emerging 
-markets are invested in US T-bills and 
hence help financing the US budget 
deficit. 

Is the phenomenon of rising US 
trade and current account deficit under- 
mining the strength of the dollar in the 
international money and forex mar- 
kets? To examine the dollar in this con- 
text, one has to view the overall BoP 
deficit and not just current account. The 
capital account of the US BoP has been 
very vibrant. Excluding the foreign offi- 
cial investments in US T-bills, which 
are actually a balancing item, if we take 
all other private capital inflows and 
outflows, we get the net inflow in the 
„capital account of a magnitude margin- 
ally smaller than the current account 
deficit. The US capital account is the 
net recipient of foreign direct invest- 
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ments in equity and debt securities. 
The buoyant US capital market, trig- 
gered by growth in corporate earnings 
and demand for investment funds 
driven by innovations, 1s attracting for- 
eign investments into the US and ad- 
equately balancing its large and rising 
current account deficit. This factor 
plays an overwhelming role in keeping 
the dollar strong in the international 
market. The strong and vibrant equity 
and bond markets, supported by the dy- 
namism of corporate America vigorously 
pursuing growth and innovations, and 
the prudence of Federal Reserve in en- 


suring growth with price stability and at- 
tractive bond yields are the cornerstone 
of the strength of the US dollar. 

With the dollar at the center of the 
global monetary system for more than 
half a century and forces of globaliza- 
tion further accentuating dollarization 
of the global economy, the US BoP defi- 
cit is not a matter of concern for the US 
alone. The US BoP deficit is an accom- 
modation which the US can afford to 
provide the rest of the world. 

In the global financial world, the 
US is facing a dollar twin outside the 
US. Nearly half of dollar currency 
notes in circulation are outside the US. 
The dollar deposits outside the US 
now equal the money supply in the US. 
And, Ben Bernanke recently reported 
that more than half of publicly traded 
US T-bills are held by foreigners. 
Hence, we are living in a world where 
half of the the US liquid financial as- 
sets is held outside the US. We have 
liquid dollar twins or clone. One within 
the US, and one outside the US. Yet in 
the face of this enormous dollar over- 
hang, barring the usual ups and downs 
in the forex markets, the dollar has re- 
mained and continues to be fundamen- 
tally strong. 


The dollar has replaced gold, floating exchange 
rates have substituted the fixed rates, and money 
and financial assets have been digitized, moving 
globally at the speed of light. 


US Dollar and BoP Deticit 


In the globalized economy and the 
world of digitized money and financial 
assets and floating exchange rates, the 
US BoP deficit is acting as the harbin- 
ger of sustainable global growth. Today, 
the BoP surplus countries are accumu- 
lating dollar reserves, as they were pil- 
ing up their gold reserves from inflows 
under the gold standard. The contrast 
with the legendary gold standard is 
that the dollar has replaced gold, float- 
ing exchange rates have substituted the 
fixed rates, and money and financial 
assets have been digitized, moving glo- 
bally at the speed of light. 





Global trade today has become 
more like a regional trade. Imagine the 
state of California growing at 10% com- 
pared to the overall American growth of 
4%. California would export more to 
other states in America than it imports 
from them. The payments surplus for 
California would create a sharp rise in 
its financial assets transferred from 
other American states. Does it mean 
that a 10% growth in California is not 
good for America? No at all. In fact, it is 
more benign. We can see the export sur- 
plus of Asia and its dollar reserve accu- 
mulation arising from the US trade 
deficit in the same context. 

The upshot of the matter is that so 
long as the phenomenon of rising US 
trade deficit does not create inflation in 
the surplus nations and unemployment 
in the US, the Keynesian financing of 
the global growth is benign for the US 
and global economy. When the Fed 
manages its money prudently to keep 
both inflation and unemployment at 
bay while it charts the US economy into 
higher growth orbit, the US current ac- 
count deficit becomes a matter of be- 
nign neglect.s 
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M@ CORPORATE STRATEGY 


Motorola 


Bye Bye Moto? 





Struggling with years of declining sales, Motorola, the world’s third largest 
mobile handset maker, appears to be bracing up for a possible breakup of its 
troubled division. 





otorola, the maker of such 
popular models as Razr and 
Rokr, may be set to bid fare- 
well to the iconic Moto. as it struggles to 
stem the declining sales at its troubled 
handset division. “We are exploring 
ways in which our mobile devices busi- 
ness can accelerate its recovery and re- 
tain and attract talent while enabling 
our shareholders to realize the value of 
this great franchise,” said Greg Brown, 
CEO, Motorola, who recently took over 
the reins of America’s largest wireless 
handset maker from the legendary Ed 
Zander, giving enough hint about the 
likely fate of its cell phone business. 
Motorola, which pioneered mobile 
technology in the 1930s and then per- 
sonalized communications five decades 
later with the first commercial hand- 
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held cellular phone, has struggled to 
keep pace with both rivals and changing 
consumer preferences after it lost its glo- 
bal leadership to Nokia in the 1990s. 
Although it had some success on and off 
with models such as the Razr in 2004 
and the Rokr later, the company has 
largely failed to capitalize on such gains. 

The possibility of a break-up looks 
for real now as the cell phone maker con- 
tinues to make losses. For instance, in 
the recently concluded full year 2007, the 
cell phone division incurred a loss of $1.2 
bn on sales of $19 bn, down 33% over the 
previous year; the cell phone sales ac- 
counted for more than 50% of the mobile 
maker's total revenues of $36.6 bn in the 
same year. The company also shipped 
lesser phones; phone shipments plunged 
38% in the fourth quarter, as it lost out to 


rival iPhone from Apple and camera 
phones from Samsung. 

Last year, it slipped a rank lower 
behind Samsung to third position, glo- 
bally, having lost market share in Eu- 
rope, China and Latin America, though 
it kept its leadership intact in North 
America; Motorola had 13% share of 
the worldwide handset market in the 
last year’s third quarter, down from 
21% share a year earlier. And there are 
further troubles in store. The CEO, 
Brown, recently forecast a significant 
drop in the first-quarter phone revenue 
amidst an expected decline of about 10- 
15% in unit sales. 

The company’s shares, which have 
lost almost 62% of their market value 
since October 2006, were, however, 
propped up by investors amidst specu- 
lation of a possible sell-off However, a 
section of analysts question the wisdom 
of a sell-off. “I do believe the company is 
trading significantly below the sum of 
its parts. Whether that would be a com- 
pelling reason for them to break up I 
don’t know,” said CreditSights Analyst 
Ping Zhao, in an interview. 

But one man who would be feeling a 
sense of victory is undoubtedly Carl 
Icahn. The activist investor, who lost his 
bid to win a Motorola board seat in 
2007, has been the first to advocate a 
break-up of the cell phone division. The 
billionaire financier, who currently 
holds 2.9% of Motorola, reacting to 
Motorola’s announcement, said, “For 
many months, I have been publicly ad- 
vocating the separation of Mobile De- 
vices from Motorola’s other business 
and I am pleased to see that Motorola is 
finally exploring that proposal.” 


A long, but lost fight? 
In 2001 and 2002, Motorola incurred 
combined net losses of nearly $6.42 bn 


>. 
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Motorola 





i INTERVIEW 





“Except for the big hit of the Razr phone, Motorola has been struggling for the last 15 
years. Yet, their attitude never changed. In Motorola’s case, this may prove to be 


suicidal”. 


Is it be true that Motorola is leaving the cellular 
handset market? 

Say it ain’t so! If so, this would be one of the 
most ridiculous moves a company could 
make. 

In the early 1990s, Motorola was the big- 
gest brand name in the cellular handset mar- 

- ket; and they had the attitude to match. The 
StarTac was the coolest, smallest cellular 
phone on the market. However, that was the 
last hit for the company until the Razr a few 
years ago. A decade without a hit! Why? Was 
the company doomed? Many thought so. But 
then they struck gold with the Razr in the 
early 2000s. Motorola was hot again! 

They lost the number one spot to Nokia 
in the 1990s. Even Ericsson and others looked to be stronger. 
But then they launched the Razr and struck it rich. They 
didn’t know it rightaway, but as the Razr caught on, Motorola 
soared. 

The big mistake was not developing follow-up products. I 
wrote about this several times during Motorola’s high times. 
They rode the Razr to the top and then back to the bottom 
again. 

This may have more to do with the attitude of the com- 
‘pany. Motorola has never thought of itself as a competitive 
phone company. They figured that whatever they developed 
and put out would continue to keep them at the top. They 
never cultivated relationships with customers, analysts 
or investors. That attitude may not have hurt them during 
the good times when Motorola was at the top of their game in 
the early 1990s, but in the following decade as they struggled, 
they still never changed. 

I have been an analyst for over 20 years and have followed 
quite a few of the competitors. There is a big difference be- 
tween Motorola and its competitors. Except for the big hit of 





Jeff Kagan 
Telecom Industry Analyst, Atlanta 





the Razr phone, Motorola has been strug- 
gling for the last 15 years. Yet, their attitude 
never changed. In Motorola’s case, this may 
prove to be suicidal. 

The new CEO Greg Brown has a short 
window to turn things around. 


Can Motorola become hot again? 

Of course! Just like Nokia and other com- 
petitors, Motorola is one of the best-known 
brands in the business. This business is not 
that difficult. There are many companies 
succeeding. However, Motorola needs to con- 
nect differently with the customers, the in- 
vestors, the media and the analyst commu- 
nity. 

We saw companies such as Lucent and Nortel shrink during 
the last decade. Even if they were doing extremely well, they 
would still only be a shadow of their former great selves. 

I think Motorola could be great again, but they need 
quite a bit of fixing, at the core. The cellular marketplace is 
still very young with much growth ahead. Look at Apple with 
the iPhone. Look at Google with their partnerships in the 
cellular marketplace, and their coming Google phone. They 
are just the first in a series of industry-reshaping announce- 
ments we can expect. The industry continues to change and 
get better. 

Motorola can play a key role in this new marketplace. But 
Motorola needs to change its thinking about itself and the 
marketplace. It can no longer afford to think of itself so arro- 
gantly. It needs the marketplace. The marketplace surely 
doesn’t need Motorola. 

That’s the question we are all waiting to hear the answer 
to. I think Motorola can stay in the business and be a strong 
competitor again, if they can change how they think about the 
marketplace. The next step is up to Motorola. 


and it seemed that the Tech Icon was 
finished, but it just scraped through. 
Zander became the CEO of the company 
in 2004. Due to his visionary leadership, 
the company was able to revive some of 
its fortune. Under his leadership, 
Motorola introduced its popular ultra 
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thin Razr model in the market in the 
year 2004 which helped to increase its 
market share from 15% to 23% by the 
end of 2006. Razr, with its sleek 
‘clamshell’ design, gave the number one 
company Nokia several reasons to 
Worry. 


Moto (as it is popularly called) 
again came back into the market, push- 
ing the operating profit margins to 
about 11% and helping to improve its 
market share to 19% in 2005 from just 
14% in 2003. However, after Razr, 
Motorola has been unable to keep pace 
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with the fast-shifting consumer tastes 
and could not produce any advanced 
model and started losing its market 
share to rivals such as Nokia, Samsung, 
LG and now Apple’s iPhone. 

Motorola’s poor product could not 
stand in front of the new devices from 
Samsung and Nokia, enriched with 3G 
technologies. And now Apple’s iPhone is 
posing a serious challenge to its domi- 
nance of the domestic market. Execu- 
tives of the company have been criti- 
cized for allowing Razr to become 
commoditized and for not coming up 
with another hit phone. 

In contrast, Nokia, which is No.1 glo- 
bally, has seen its market share grow to 
40% with its increased sales of high-end 
handsets such as the Nseries as well as 
low-end handsets for the rapidly grow- 
ing developing markets of India and 
China. Motorola’s poor performance ul- 
timately led to Zander’s resignation in 
November. Greg Brown became the 
CEO of the company this January. 


Moto in trouble 

While the company has avoided doing a 
straight talk over its strategy as far as 
the cell phone division is concerned, it 
has only said that it is considering spin- 
ning off its mobile phone unit and look- 
ing into structural and strategic re- 
alignment. The US-based handset 
maker and wireless technology giant 
has been struggling to regain profitabil- 
ity and has been losing market share to 
many of its rivals. 


Hell(o) Moto! 
Motorola's Stock Price 
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While more than 50% of Motorola’s 
revenue comes from handsets, the com- 
pany also makes TV set-top boxes and 
other telecommunications network 
equipment used in households, which 
are doing better. It also makes public- 
safety radios and handheld devices de- 
signed for government enterprise 
workers. The networking division’s 
sales grew the fastest last quarter, 
with its 35% growth rate overshadow- 


ing the 11% increase for the set-top box 
unit. 

Nevertheless, the declaration by 
the company has given rise to mixed 
reactions. Iain Gillot of iGillot Re- 
search said, “The question is, if you sell 
off the handset business, what’s left?” 
He further added, “It doesn’t make 
sense for them to have spent so much 
money developing their consumer 
brand if they’re going to use it to sell 
set-top boxes and emergency radios.” 
Some of the industry analysts opine 
that simply selling the handset divi- 
sion could be a bad idea for the com- 
pany, which has spent billions of dol- 
lars over the past years building its 
consumer brand. 


brand. 





Selling the handset division could be a bad 
idea for the company, which has spent billions of 
dollars over the past years building its consumer 


Amidst mounting speculation, the 
company recently announced that ity 
would explore a realignment of its 
units “to better equip its mobile de- 
vices business to recapture global mar- 
ket leadership.” It also said, “The 
company’s alternatives may include 
the separation of mobile devices 
from its other businesses in order to 
permit each to grow and better serve 


its customers.” 


CEO Brown confirmed that hand- 
sets are difficult for Motorola because 
they’re becoming commodities and 
more in line with consumer electronics 
than networking equipment. He admit- 
tedly said, “Handsets are low-margin 
and cost-sensitive, and Motorola 
doesn’t have those genetics.” 

In the meanwhile, in a dire attempt 
to cut costs and return to profitability, 
Motorola has fired thousands of engi- 
neers and managers. However, the 
move has not been hailed much by the 
Street. Mark McKechnie, an analyst 
from American Technology Research 
said, “They have the core technology, 
but they don’t know how to run a hand- 
set business.” 

Samsung, LG and Sony Ericsson are 
the possible bidders for Motorola, if the 
company plans to sell its business. 
However, Nokia, the market leader, is 
considered least likely to bid. There are 
also rumors that the PC maker Dell 
may be interested in buying Motorola’s 
handset division. 

Irrespective of whoever buys the 
company, Motorola needs to improve 
its weak product line. Now, it is weak 
in high-end, third generation technology 
and in low-cost phones for emerging 
markets such as India and Chinas ~ 


— Amit Singh Sisodiya and Pratichi Samal 
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How to Profit from Technical Analysis 


PS as there is the Karmayoga and 
then there is the Bhaktiyoga to take 
you to salvation, stock market nirvana 
can be attained, according to about one- 
third of the pundits, through fundamen- 
tal analysis, and according to another 
one-third, through technical analysis. 
There are also the eclectics who believe 
that the best results are obtained 
through the use of both together. And 
then there are the nihilists who argue 
. that none of these methods would work 
Mpecause stock price movements are ran- 
dom processes. 

And then, while all these experts are 
busy with their interminable arguments 
defending their own theories and dis- 
secting the rival theories, there are the 
investors, big and small, who actually go 
into the market and make or lose money 
(the Karmayogis). We can meet them all 
over the place—from the bustling Dalal 
Street to the online share-trading outfit 
round the corner. When you meet them 
outside the broker’s office, (wearing their 
customary long faces, at 3:30 in the after- 
noon on most trading days) you may ask 
them which of the approaches offers the 
smartest route to prosperity in share 

‘trading. As likely as not, they would pick 
the ‘none-of-these’ option and tell you 
that success or failure in the stock mar- 
ket is actually determined in terms of 
the karma theory. Whether you win or 
lose is predestined and cannot be fore- 
told, except through complicated astro- 
logical calculations. 

Technical analysis—the analysis of 
stock or currency or commodity prices 
through a study of the patterns created 
by plotting historical prices on graphs— 
has undoubtedly enjoyed a lot of support 
among professional investors for almost 
acentury. Many traders regard technical 
analysis as a navigational tool of choice 
to sail across the risk-ridden, uncharted 
waters of the markets. Some studies in- 
dicate that technical analysis is a more 
widely used tool across the world today 
than fundamental analysis for predict- 
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ing stock price movements. True, as is 
the wont with inexact sciences, technical 
analysis had and still has its detractors 
and doubting Thomases. Peter Lynch 
feels “charts are great for predicting the 
past”. Warren Buffett quips that he re- 
alized “that technical analysis didn’t 
work, when I turned the charts upside 
down and didn’t get a different answer”. 

Rajiv Khatlawala’s well-written 
book, How to Profit from Technical 
Analysis, is intended as a beginner’s 
guide to the subject and offers a neat per- 
spective of its various aspects. The book 
is quite timely, coming as it does when 
all segments of the Indian markets are 
buzzing with a vibrancy that was per- 
haps never experienced before and when 
the India growth story is making waves 
across the world. Even so, for all the ac- 
tion in the Indian capital markets, the 
mind-boggling amounts of market capi- 
talization and daily market turnovers, 
and the teeming millions of active and 
aggressive investors, big and small, fa- 
miliarity with technical analysis is re- 
stricted to very few experts. Most of the 
small investors and recent entrants into 
the market have barely heard about it 
and have always wanted to know more 
about it. This compact book seeks to 
whet their appetite. That the book has 
gone for a reprint within a month after 
its release is as much a tribute to the 
quality of the book as it is a reflection of 
the hunger in the market for such books. 

The book gives a short, easy-to-read 
account of the basics of technical analy- 
sis. It is a systematic presentation of the 
subject, organized into 12 convenient, 
well-planned chapters, and covers the 
fundamentals of trend analysis, price 
patterns, moving averages, etc. The book 
provides a lucid explanation of technical 
indicators, oscillators, stochastic and 
Relative Strength Indicators, and other 
tools of technical analysis. The book is 
excellent as far as it goes, though the 
scope of the book is limited to the basics 
of the subject. After finishing the book, 








the reader will find that the book serves 
the promised purpose of being a 
beginner’s guide absolutely adequately, 
leaving him craving for more. Having 
mastered the basics through this book, 
the reader would look forward to a sequel 
offering inputs for the advanced learner. 
A useful feature of the book is that 
all the charts provided to illustrate the 
various points made in different chap- 
ters of the book relate to real-life 
Indian situations. It would have been 
even more interesting if some real-life 
stories of outstanding forecasts made 
by Indian chartists had been included. 
The book does not discuss the di- 
vided opinion among academicians and 
practitioners about the efficacy of tech- 
nical analysis. Considering that the au- 
thor has dealt with so many aspects of 
the subject with such admirable clarity, 
an introductory chapter, covering the 
case for and against the efficacy and 
otherwise of technical analysis held out 
by the pundits and practitioners of op- 
posite camps over the years, would have 
perhaps provided a useful backdrop.= 


— M Hanumantha Rao 
Former Deputy General Manager, 
State Bank of India 
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Company: Franklin Templeton Intl. Services 

Job Desc: The selected applicant will have the 
thorough knowledge of Financial Statements. 
Profile: The selected applicant would be a 
3.Com/M.Com,CA Inter with 4-6 Years in Financial 
Statements Proficient in MS Excel 

Exp: 4-7, Location: Hyderabad 

Email: aburra@templeton.com 


Company: HDFC Bank Ltd. 


Job Desc: Will have to handle day to day Banking 
activities in Branch. increase the profit center 
margins. Lead a team of the branch staff and be 
customer friendly. 

Profile: The ideal candidate shall have a relevant 
qualifications along with the prior working 
exposure in the similar profile. 

Exp: 4-7, Location: Bilaspur 

Email: jobs@careerzodiac.com 


REPUB S EERIE 2 


ompany: Share Khan Ltd. 
Job Desc: Will have to achieve revenue through 
Direct HNI, Direct Retail, Franchisee. To achieve 


PMS revenue To set up and achieve on commodity 


trading 

Profile: Required a GY MBA with relevant 
experience in a broking Firm. Candidate Should 
Nave good market understanding and excellent 
communication skills. 

Exp: 5-10, Location: Kanpur 

Email: deexa@sharekhan.com 


Company: ICICI Prudential Life Insurance co Ltd. 
Job Desc: Will have to manage, motivate and 
mentor your team of advisors to generate sales. 
increase advisor business productivity through 
up-gradation of knowledge and selling skills 


Profile: Required a Post Graduate / MBA /Graduates 


naving 2-3 years of Experience in Consumer 
Durables, ITConsumer Durables, Financial & 
Banking, Insurance industry. FMCG, Pharma, Direct 
selling, Mutual Funds etc 

Exp: 21-27, Location: Vijayawada 

Email: afrozjamal.akhtar@iciciprulife com 


‘Post: Urgent Opening- Business Analyst 


ompany: Larsen & Toubro Infotech Ltd. 
Job Desc: It’s a Techno-Functional profile & the 
candidate shall have a strong Property & Casualty 
knowledge 
Profile: The selected applicant must have a strong 
Business / Claims knowledge 
Exp: 4-7, Location: Pune 
Email: Kshitij.Sakhadeo@Lntinfotech com 
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Company: Siemens information Systems Ltd. 

Job Desc: Looking for a Chartered Accountant / 
MBA Finance with more than 15 - 18 years of 
experience. A passion for improving effectiveness 
through leadership, financial acumen and 
Strategic vision. 

Profile: Would be leading the Finance function at 
the Corporate level & Participating in Strategic 
Decision making - Structuring Deals and Legal 
contracts. Overall financial structuring and 
management of Project Financing. - Financial 
Planning and Budgeting. 

Exp: 15-20, Location: Delhi 

Email: dilip.redkar@s2infotech.com 


Company: Tata AIG Life Insurance Company Ltd 
Job Desc: Will have'to help achieve branch targets 
through his team of ABDM/ BDM/SBDM/SM/SSM. 
Assist Area Manager in chalking sales / marketing 
strategies for the Branch/city. 

Profile: Shall have 6-10 years out of which at least 
3 years have been in leadership positions. 
Experience in Unit Manager model desirable. 

Exp: 6-10, Location: Pondicherry 

Email: Careers. life@tata-aig.com 


Company: Hindustan Cargo Ltd. 

Job Desc: The ideal would be responsible for 
Credit Control, Taxation, MIS, Consolidation, 
finalization of accounts, Banking. In depth 
knowledge of freight forwarding industry 
accounts. 

Profile: Required a Chartered accountant with 10 
years experience, currently in a managerial role. 
Exp: 8-12, Location: Mumbai 

Email: careers@hindustancargoltd.in 
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Company: HSBC Software Development (India) 
Pvt. Ltd. 

Job Desc: Should have hands on with Java / J2EE 
technology. Should have managed insurance 
products / projects - Should have good 
knowledge on the Insurance Domain. 

Profile: Should have knowledge of software 
product / project life cycle. 

Exp: 10-14, Location: Pune 

Email: gltjobs@hsbc.co.in 


Company: Ernst & Young 

Job Desc: Exposure-to various areas of direct tax, 
corporate taxation, transfer pricing, strong 
fundamentals in areas of direct tax consulting, 
appeals, etc. 

Profile: The ideal would be a CA with 8+ years of 
post qualification exposure in Direct tax, 
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Corporate Tax, Transfer pricing. 
Exp: 8-13, Location: Chennai 
Email: R.Karthikganesh@in.ey.com 


C 


ompany: AnandRathi 


various transactions, Catering to technical i 


qualifications along with the prior working 
exposure in the similar profile. 

Exp: 7-12, Location: Mumbai 

Email: hrmumbai@rathi.com 
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ompany: Century Rayon 
Job Desc: Incumbent will be responsible for 
finalization of accounts, cost records, accou 
standards. Experience in project financing & 
matters will be an added advantage. 


Exp: 15-18, Location: Mumbai Suburbs 
Email: resume@cenrayon.com 


Post: Manager- Business Development 


ompany: Apollo Sindhoori Capital Investmer 
Ltd. 

Job Desc: Would be responsible for acquiring 
clients and advising HNI's on their long term į 
short term Business investments. 

Profile: Would evaluate Capabilities and intere 
Franchise-Alternate channel-Business Associat 
(Franchise, DSA). Shall have an ability to antic 
and capitalize on market trends, 

Exp: 5-7, Location: Mumbai 

Email: careers@ascilonline.com 


Ç 


ompany: Apollo Sindhoori Capital Investment 
Ltd. 


Email: careers@ascilonline.com 
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ompany: Ascon Travels Pvt. Ltd. 
Job Desc: An incumbent will be in charge of 
general accounting and MIS and foreign exchar 
Profile: Looking for any graduate with 8 to 12 
years experience. 
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Exp: 8-12, Location: Mumbai 
Email: smfeb57@hotmail.com 





Company: Alkyl Amines Chemical Ltd. 

Job Desc: Will handle service tax, VAT, sales tax 
independently. 

Profile: Candidate should be well conversant with 
booking bills, review of accounts, payments and 
understanding of central excise. 

Exp: 5-8, Location: Navi Mumbai 

Email: pyedekar@alkylamines.com 


Company: Bagalkot Udyog Ltd. 

Job Desc: Will be responsible for preparing 

j jections for expansions and new projects as well 
Jas negotiations with banks and financial institutions 
independently at middle levels and in a supporting 
role at senior levels. 

Profile: Looking for a CA or B.Com having carried 
out a similar role and worked on project sizes of not 
less than Rs 100 crores capex. Experience with larger 
projects would be a positive factor. 

Exp: 8-13, Location: Mumbai 

Email: hr2bul@esw.co.in 


Company: BMR & Associates 

Job Desc: The incumbent must participate in bids 
and proposals and be the single point of contact in 
building and presenting solutions to the business 
problems. 

Profile: Should have exposure to selling and 
implementing solutions into financial sector 
preferably to Indian companies. Should have 
Consulting and project management experience. 
Exp: 10-12, Location: Delhi 

Email: careers@bmradvisors.com 


ompany: BMR Advisors 

$ Desc: The candidate would be required to 
perform Due Diligence. Develop cordial relationship 
with clients & prepare reports 

Profile: The candidate should have atleast 3 years of 
PQE in DD. A prior experience in a consulting 
environment. 

Exp: 5-8, 

Location: Mumbai 

Email: careers@bmradvisors.com 


Company: Brics Securities Ltd. 

Job Desc: Responsible for sending Contract notes to 
all clients (HO, Branches, Frainchsee), Coordinating 
with Courier/branches for non-receipt of Contract 
note. 

Profile: Would be responsible for sending Quarterly 
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statement & keeping proof of delivery etc. 
Exp: 25-35, Location: Mumbai 
Email: careers@bricssecurities.com 





Company: Calyon Bank 

Job Desc: Will have to head the Cash Management 
and e-Banking product line 

Profile: The incumbent should have good under- 
standing of Cash Management products and should 
be capable of launching this line of business. 

Exp: 6-10, Location: Mumbai 

Email: e-source@consultant.com 





Company: D2K Technologies 

Job Desc: Would provide domain knowledge in 
Credit, Asset Classification, as per banking practice 
and RBI directives. 

Profile: Shall have the knowledge of general bank- 
ing rules and procedures to define accurate work- 
flow of Credit, Audit, and other related banking 
practices. 

Exp: 15-25, Location: Mumbai 

Email: jobs@d2kindia.com 





Company: Earnest John & Co. Ltd. 

Job Desc: The Candidate should have knowledge of 
Mobilizing Funds, Preparation of Business Plans, Lia- 
soning with Banks and Financial Institutions 

Profile: We are looking for a Qualified CA / MBA- Fi- 
nance / CFA with 10 to 15 years of experience in 
Mobilizing Funds, Preparation of Business Plans, Fi- 
nancial Models & Feasibility Reports, Internal & Ex- 
ternal Presentations Sectoral Research, Funding & 
Syndication 

Exp: 10-15, Location: Mumbai 

Email: careers@earnestjohn.com 





Company: Hydroair Tectonics (PCD) Ltd. 

Job Desc: Responsibilities includes site accounts 
checking from the point of view of Audit, writing of 
queries to concerned person & discuss if required. 
Profile: The Selected candidate must have prior ex- 
perience in the similar profile.. 

Exp: 5-10, 

Location: Mumbai 

Email: hydroenviro@vsnI.net 





Company: Hyundai East Africa Ltd. 

Job Desc: Will have to manage and run a complete 
finance department, preparing management re- 
ports, to finalize the books of accounts with audi- 
tors and with income tax department. 
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Profile: Candidate must have Degree in Char- 
tered Accounting or other related fields, with 
experience of not less than 7 years in this field. 
Capable of working independently and reporting 
to the Managing Director. 

Exp: 7-10, Location: Bangalore 

Email: fkm@cats-net.com 





Company: India Gypsum Ltd. 

Job Desc: The ideal would be responsible for 
(VAT/Sales Tax). Responsible for (Service Tax) a. 
Maintenance of Service Tax Register at HO b. 
Filing of Returns on Service Tax 

Profile: Candidate should have 8 - 15 years of ex- 
perience in handling Indirect Taxation. Candidate 
will be a central resource for guidance on indi- 
rect taxation. 

Exp: 8-13, Location: Mumbai 

Email: careers.igi@saint-gobain.com 
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Company: Kotak Mahindra Old Mutual Life In- 
surance Ltd. 

Job Desc: Will have to ensure all payments made 
to vendors and employees are as per process, 
are within the limits committed by the company 
and within stipulated time. 

Profile: Shall have an experience into Accounts 
payables and Tax from a reputed company Team 
handling 

Exp: 6-9, Location: Mumbai 

Email: kli.tasneem.rangwala@kotak.com 





Company: Kristal Group 

Job Desc: The selected applicant shall have a 
thorough knowledge of Corp.Audit & Cost Con- 
trol 

Profile: MBA Finance /ICFA/CA with minimum 
Syrs of experience in Corp.Audit , Budget moni- 
toring, Cost Control, Finance planning etc 

Exp: 5-8, Location: Bangalore 

Email: hrd@kristalgroup.com 





Company: Leads Global 

Job Desc: Will have to assess the credit worthi- 
ness of various entities/corporates and control 
exposure of these entities to review financial de- 
tails decide credit limits based on pre-defined 
norms do credit monitoring from credit expo- 
sure perspective 

Profile: Looking for a CA INter / IOWA Inter with 
an experience of 4-6 years. Financial reporting 
analysis, credit knowledge, Analytical skills, Data 
management skills 

Exp: 4-6, 

Location: Mumbai 

Email: mugdha_ranadeO4@yahoo.com 
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Budget 2008-09 


Lessened the Misery? 


i the recent past, our budget—much to the delight of many 

—has become less of significance and more of a ritual, a 
mere statement of annual accounts. Which, indeed, what it is. 
But this year it has become the talk of the town. 

This animated interest has been engendered by the Fi- 
nance Minister's proposal to waive completely all agricultural 
loans disbursed by scheduled commercial banks, regional rural 
banks, and cooperative credit institutions up to March 31, 2007 
to marginal farmers having landholding up to 1 hectare and 
small farmers of 1-2 hectares that remained overdue as on 
December 31, 2007 and which remained unpaid until February 
29, 2008. He has also proposed a one-time settlement scheme 
to other farmers whose loans are overdue on December 31, 2007 
and which remained unpaid until February 29. 2008, under 
which a rebate of 25% will be given against payment of the 
balance of 75%. 

This Rs 60,000 cr waiver scheme has become the center of 
the debate. Many have dubbed it as mere palliative, for it has 
not touched the ccre of the problem. Indian agriculture, the 
mainstay of livelihood for 65% of the population—as the Prime 
Minister observed—is plagued by four deficits: — 

“one, the public investment and credit deficit; grey ees 
two, the infrastructure deficit; three, the mar- == 
ket economy deficit; and four, the knowledge == 
deficit.” He further concluded that “taken to- 
gether they are responsible for the development 
deacit in the agrarian and rural economy.” That 
being the reality, and there being no real at- 
tempt to bridge any of these deficits, it is no 
exaggeration to say that the current waiver 
scneme cannot really alter the plight of farm- & 
ers, certainly on a sustainable basis. = 


Tras 
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Again, the scheme is meant only for the institutional borrow- 


ers, while those farmers who have borrowed from traditional mon- 
eylenders at exorbitant interest rates have to bear on as the silent 
sufferers of the burden of debt. It is these farmers, who—overbur- 
dened by the debt—are commutting suicides, and the scheme thus 
means nothing tc them. There is another argument, which, of 
course, is right: since the scheme is available only to those farmers 
whose landholding is not exceeding 2 hectares, it won't relieve the 
distress of farmers hailing from dry-land tracts—where the land- 
holding is usually above the prescribed limit, though the yield and 
tae resultant economic returns from such tracts are much less vis- 
àè-vis the farms of similar size, or even of lesser size, from irrigated 
tracts—for they are highly vulnerable to frequent droughts and 
other weather-related setbacks. 

Some have even questioned the scheme on the grounds of 
‘moral hazard’: they say that it has punished the farmers who 
were honest in repaying their loans, while rewarding the de- 
faulters. It is also argued that such waivers by the government 
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would only vitiate the loan-repayment culture in the country. 
Intriguingly, such a waiver, when announced in the budget that 
precedes an election year, is more prone to not only lose its 
credibility, but also set a bad precedent. 

True, all these arguments are valid and have their own place. 
For, can anyone afford to ignore the fact that ‘pro-growth and pro- 
business orientation’ of the government to ensure economic 
growth doesn’t mean leaving “many others out in the cold”? For 
instance, in the common parlance of a lending bank, a farmer 
with a few or no assets under his belt, is a high credit risk. It 
therefore quotes them high risk-premium, which means, higher 
interest rate. That is the paradox of the system: a poor farmer 
who is in dire need of money does not get it easily, while a rich ~ 
man with the least need for money gets it at a cheaper interest 
rate and also easily, for he is of less credit-risk. This keeps the 
poor farmer poor, perpetually needing borrowed capital for tilling 
his land, while the rich becomes richer. Secondly, an overdue 
farmer-borrower is always considered ineligible for fresh loan, 
which means he cannot cultivate the land next season. It is these 
hard realities that compel one to take a positive view of whatever 
little good that the waiver scheme can do for the 
farming community. Even otherwise, a narrow 
commitment of the government to ‘growth’ 
alone can distort the quality of democracy by 
creating socio-politico-economic disturbances. 

Looking to the enormity of disquiet being 
suffered by the agrarian society, one gets a 
feeling that what the government did is just 
inadequate. Intriguingly, based on a study 
that they have carried out on Indian banks, » 
Robin Burgess and Rohini Pande have said: | 

a “One clear thing that we do learn from this 
paper is that coercion is needed to expand formal credit into 
backward rural areas and to force banks to lend to poorer indi- 
viduals,” for the rural branch network expansion has increased 
secondary and tertiary sector output, besides increasing non- 
agricultural employment suggesting “a need to reconsider rural 
banking as a mechanism for attacking poverty.” Taking a cue 
from this, the government should, at once, revamp the rural 
credit delivery system by creating a pan-India institution by 
funding it through budget meant exclusively for lending to rural 
population. 

All things considered, so long as the degradation of man by 
poverty is not solved, one tends to conclude that waivers of this 
nature cannot go waste. For, “the poorly endowed in the distri- 
bution of wealth that chance had made” are most worthy of 
utmost indulgence. And, a civilized society cannot afford to be » 


apathetic towards its inmates.» ork 
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Trophy Acquisitions? 


India Inc. is on cloud nine: in the recent past it has been active in acquiring one 
or the other foreign company or brand. Notable among them is the recent acquisi- 
tion of the British luxury car maker, Jaguar, and its compatriot, Land Rover, by 
the Tatas from Ford Motor Company for a consideration of $2.3 bn, plus $600 mn 
towards the pension fund of the employees. This has obviously generated a lot of 
euphoria. Swayed by patriotic fervor, the Indian press hailed it as an historic 
event. It won many plaudits: its entry into luxury-brand car market, which had 
hitherto remained the preserve of the western economies, is described as a chal- 
lenge to the established order. 

Amidst the jingoistic clamor, there are, however, certain hardcore realities 
that command our attention. It was nearly 20 years ago that Ford Motors ac- 
quired the Jaguar at a purchase price of $2.5 bn and Land Rover in 2000 at a 
purchase price of $2.75 bn. With all its technological and financial might, a strong 
marketing network across the globe, and, importantly, global reputation as a car 
maker that put the world on wheels, Ford could not succeed in making profits out 
of these acquisitions. Indeed, it is reported to have lost around $15 bn over these 
two iconic car makers of the UK. And, obviously, this led Ford to put them on sale. 

This begs the central question: What, then, are the Tatas—makers of low-end 
cars, that too, hardly for a decade—looking for in the acquisition of these iconic 
British brands? Theoretically, in mergers and acquisitions, businesses look for 
enhanced market power, liberal availability of new capital, technological leverage 
for competency build-up, reduction in expenses and reduced earnings-volatility. In 
short, they look for ‘synergies’. Against these usual expectations, the Tatas do not 
appear to be well placed for any of these gains, except perhaps for the purchase 
price: it is much less than what Ford paid for their acquisition. But the question 
that disturbs every analyst is: Will these brands run? 


) A, This question is pertinent from more than one perspective. One, these two 
“ brands are known gas-guzzlers. Looking at the soaring oil prices and the general 


contern about depleting oil reserves, one wonders if the sales of these brands will 
pit § up momentum. Two, in a world that is increasingly moving towards stringent 
emi ssion regulations, these brands call for a lot of technological upgradation for 
‘tyaking them more eco-friendly. If the latest reports about Ford agreeing to supply 


“its technological inputs required to upgrade these brands into, say, ‘low-emission’ 


cars or ‘hybrids’, only against payment are true, one wonders if the Tatas could run 
these brands in the future on their own—more importantly, profitably. In any 
case, one thing is for certain: the Tatas have to invest heavily on R&D, for they do 
not right now have the technological wherewithal to run these upmarket brands, 
which means, more investment, that too, with no corresponding increase in cash 
flows. Three, global car sales under the luxury segment, which are heavily depen- 
dent on financing, are hard hit by the subprime crisis that has overawed the global 
financial markets. Cumulatively, there appears to be little scope for these brands 
to generate good returns on the investment immediately. 

Notwithstanding these quibbles, the Tatas can certainly cut down the costs 
associated with their production, provided they could shift manufacturing opera- 
tions of these two companies to India. But they have made it clear that there will 
not be any outsourcing, and the setup will remain the same. 

This brings us back to the central question: How are the Tatas going to make 
money out of this acquisition? May be, by pitching themselves in the Midlands of 
the UK—the area well-known for automotive R&D and design and supply chain 
facilities—the Tatas, coupled with their managerial acumen, could turn them 
round; else, they would certainly not have shelled out their hard-earned money. 
And the whole country wishes them ‘the best’. 

GRK Murty 
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The US economy is still going through a difficult period as the housing slow- 

down, high energy prices and financial market turmoil are all slowing economic 

growth. I have the greatest confidence in the resilience, flexibility and strength 

of our economy and our capital markets. It took time to build up recent excesses 
and it will take time to get the effects of a recent fiscal stimulus package. 

— Henry Paulson 

Treasury Secretary, US 


Our shared vision of the world should enable us to work together on the vital 
challenges facing humanity. No one understands better than India and Africa 
the need for global institutions to reflect the current realities and to build a 
more equitable global economy and polity. 
—Manmchan Singh 
Prime Minister, India 


While many are worrying about filling their gas tanks, many others around are 

struggling to fill their stomachs, and it’s getting more and more difficult every 

day. The international community will also need to take urgent and concerted 

action in order to avert the larger political and security implications of this 
growing crisis. 

— Robert Zoellick 

President, World Bank 


We are experiencing a rather protracted period of temporarily high annual 

rates of inflation. While financial-market tension may have a broader than 

currently expected impact on the real economy, ensuring price stability is very 

serious for us. We believe that the current monetary policy stance will contrib- 
ute to bringing inflation under control. 

— Jean Claude Trichet 

President, European Central Bank 


In the current environment of financial turbulence and a possible unwinding of 

mecro imbalances, India plays a stabilizing role with a modest current account 

deficit in most of the recent years at around 1% of GDP, and a market deter- 
mined exchange rate. 

— YV Reddy 

Governor, Reserve Bank of India 


There is not much buying and selling happening in the current market, which 
has disturbed the overall delivery ratio. We, however, expect smart money will 
soon start flowing into the market as valuations appear quite attractive at 
current levels. 
— Dinesh Thakkar 
CMD, Angel Broking 


The hedge fund industry has a critical responsibility to adopt strong business 

practices that reflect both its growth and the important role it plays in global 
financial markets. 

— Eric Mindich 

CEO, Eton Park Capital 
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Considering 
the volatile 
conditions 
the markets 
are witness- 
ing, the timing of the launch 
of first ever Volatility Index, 
Indie VIX, by National 
Stock Exchange (NSE) could 
not be more appropriate. As 
the name suggests, India 
VIX aims to statistically 
capture the volatility on 
Indian. markets. The VIX is 
a measure of the markat’s 
expectation of volatility 
over the near-term (next 30- 
day period) calculated as 
annualized volatility 
denoted in percentage 
terms and based on the 
Nifty 50 index option prices. 
The India VIX is calculated 
using the methodology 
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FDI Inflows at Record H 


_ Worldwide, markets may be February 2008 recorded a 


adopted by the Chicago 
Board of Options Exchange 
(CBOE), which was the first 
one tc introduce volatility 
index in the US in 1933 and 
whick has been adopted to 
calculate the S&P 500 
volatile index. 

The index will derive the 
implied or expected 
volatility from the near- 
and mid-month options bid 
and cffer prices of the Nifty 
50 index options. From the 
options bid and offer prices, 
an indicator can be derived 
as to what is the volatility 
the investors are expecting 
in the market. This volatil- 
ity figure, denoted in 
percentage, would be the 
India VIX value. From the 
best bid-ask price of Nifty 
50 options contracts (traded 
on the F&O segment of 
NSE), a volatility figure 
(pereentage) is calculated, 
which indicates the ex- 
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whopping 712% growth over 
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pected market volatility 
over the next 30 days. 


Measures to 
Control Inflation 


India’s central bank hiked 
the ratio of mandatory 
deposits that banks need to 
maintain with it by 50 basis 
points to absorb about 

Rs 18,500 er (Rs 185 bn) 
from the system, comple- 
menting the efforts of the 
government to fight price 
rise. The decision of RBI to 
raise the Cash Reserve 
Ratio (CRR) from 7.5% to 
8% in two phases comes 
within 24 hours of Finance 
Minister P Chidambaram 


assuring the Lok Sabha that 


RBI would assess the 
monetary situation and take 
appropriate action to curb 
inflation. Considering the 
iki of the price situation, 






which has pushed inflatie 
to a three-year high of 
7.14%, the RBI has tinke 
with the monetary policy 
even ahead of its annual 
credit policy for 2008-09. 
The current move is aime 
at controlling high level o: 
inflation, even though ma 
experts believe that soari 
prices could be cooled by 
augmenting supply and n 
through monetary measur 


Fresh Guidelines o 
Basel II 


The Reserve Bank of India 
(RBI) has issued new 
guidelines to commercial 
banks in an endeavor to 
practice new risk manage- 
ment norms under Basel II 
The Basel IT norms make it 
possible to cover extensive 
range of risks associated 
with external factors other 
than the credit risk. The nev 
capital adequacy frameworl 
enables the banks to 
maintain passable amount 
of capital in order to meet 
contingencies and develop 





and Industry, the cumula- 
_ tive FDI equity capital 
inflow during the year 2007- 
08, till February 2008, has 
reached a record level of 
$29.13 bn. What was even 
more impressive was the 


US$11.88 bn. This is the 
highest FDI into equity in 
the country during any year. 
Mauritius, with which India 
has a double taxation 
aveidance agreement, 
continues to account for the 
contribution made by lion’s share of FDI equity many sectors including 
February inflows to this flows into India. Gaurav health, retail and infra- | 
huge total. FDI inflows in AR Partner, Ernst & structure.” | 


slightly cautious approach 
because of the prevailing 
macroeconomic situation | 
overseas and in India. In the | 
medium- and long-term, 
India’s investment pros- 
pects are very bright across 


pillars and the new capital 
adequacy norms are issued 
by the Supervisory Review 
Process for Pillar 2. This is 
an attempt to make Indian 
commercial banks provide 
the additional capital : 
required for different types 
of risks that were earlier not 
met in the minimum capital 
adequacy ratios 


_ Institutions may be on the the same month last year to their internal capital 

brink of collapse, and an unprecedented $5.67 bn, adequacy assessment 

| money hard to come by; yet, bettering such inflows process. They are based on 

_ India continues to shine as received in any single year the Basel IT norms devel- 

| an investment destination. sinee 1991, barring 2006- a iii oped by the Basel Commit- 
| As per a report released by 07. The inflows for April Young, says “On a short- 7 tee on Banking Supervision. 
| the Ministry of Commerce 2006-February 2007 were term basis, one can expect a | The committee has three 
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Ivanced Micro Devices Inc. 
MD), the second-largest 
bal supplier of micropro- 
sscrs after Intel Ccrpora- 
in, has recently projected a 
2ep decline in first-quarter 
venue. And in a repairing 
t. the company has an- 
unced a 10% reduction in 
i workforce, as technical 
tches and falling demand 
computers have adversely 
ected the chip maker. Ac- 
rding to a spokesman, the 
> euts will affect around 
380 workers at the Sunny- 
le. California, from a total 
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of 16,800 employees. AMD, 
which cempetes fiercely with 
its archrival, Intel Corp., 
over microprocessors, has re- 
vealed that it expects first- 
quarter revenue to the tune 
of $1.5 bn, about 15% lower 
than fourth quarter. 
However, some experts 
say that this decline is in 
line with normal seasonal 
patterns. According to the 
AMD spokesman, a decline 
of about 7% is typical for the 
period. But, AMD has been 
fighting a series of problems, 
including a heavy debt bur- 
den from its acquisition of 
ATI Teehnologies Inc., a lead- 





ing designer and supplier of 
graphics processing units, 
which are eating into the 
bottom line of the chip 
maker. Moreover, demand 
for desktop PCs is showing a 
declining trend, a field where 
AMD has been traditionally 
strong. A slew of stronger, 
competing products from 
Intel has also been dampen- 
ing the demand for its prod- 
ucts. In order to fend off chal- 
lenges from its rival, Intel, 
AMD counterattacked in 
September by announcing a 
new line of chips that pack 
the equivalent of four elec- 
tronic brains on a single 


piece of silicon. But unfortu- 
nately, some glitches devel- 
oped and in December, it dis- 
closed technical defects that 
affect models of the chip for 
server systems and desktop 
PCs. 


Financial Loss 
Might Reach $1 tn 


The International Monetary 
Fund (IMF) has predicted 
that financial losses arising — 
out of US mortgage crisis 
might reach $1 tn. IMF, in 
its Annual Global Financial 
Report, released in Wash- 
ington, said that declining 
house prices and rising de- 
linquencies may result in 
$565 bn in mortgage-re- 
lated losses. It has further 
estimated that total losses, 
including the securities tied 
to commercial real estate 
and loans to consumers 
and companies, may touch 
$945 bn. 

The gloomy forecast by 
IMF signals that the worst À 
has not come yet, because 
banks and securities firms 
so far have posted $232 bn in 
asset write-downs and 
credit losses. Policy makers 
across the globe, are now 
worried that worsening bal- 
ance sheets of lenders’ will 
hamper economic growth. 
The report said, “The current 
turmoil is more than simply 
a liquidity event, reflect- 
ing deep-seated balance- 
sheet fragilities and weak 
capital bases, which means 
its effects are likely to be 
broader, deeper and more ì 
protracted.” m 


maramnarenn, sannanir araraneh 
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Software-as-a-Service Model 


IT's Alive and Kicking 


Having made a quiet comeback a few years ago, after being declared dead 
during the dotcom bust, Software-as-a-Service (SaaS) model is now ready 
to make a serious dent in the hegemony of the traditional or licensed 


software market. 





Software as a service ts a very impor- 
tant trend...We believe in it a lot. 

— Bill Gates 

Chairman, Microsoft 


idea of selling software as a 
service rather than as licensed 
or on-premises products is 

slowly but surely moving beyond just 
being a mere rhetoric to a more serious 
business proposition. Indeed, the on-de- 
mand or Application Service Provider 
(ASP) model is now back in its new ava- 
tar as the SaaS model, after a tempo- 
rary hiatus in the wake of the dotcom 
bust during 2001-02. 

SaaS, based on the concept of ‘pay- 
as-you-go’, is an emerging software de- 
livery model in which application soft- 
ware is delivered remotely through a 
subscription-based fee rather than be- 
ing sold for perpetual use. Simply put, 
in this model, the users do not buy the 
license of the software, but only a right 
to use it. It means that the client organi- 
zation pays for the actual usage of soft- 
ware applications rather than purchas- 
ing specific licenses for each user. This 
helps the client organization to avoid 
committing a large upfront payment in 
license fees. Since the users do not have 
to buy, install or maintain software or 
hardware, it cuts down the implemen- 
tation time—all this translates into 
substantial cost savings for them. Ac- 
cording to Sharon Mertz, Research Di- 
rector, Gartner, “Ease of use, rapid de- 
ployment, limited upfront investment 
in capital and staffing plus a reduction 
in software management responsibil- 
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ity, all make SaaS a desirable alterna- 
tive to many on-premises solutions, and 
they will continue to act as drivers of 
growth.” In fact, according to estimates 
by NIIT Technologies, one of the top-tier 
IT companies in India, which recently 
announced its plans to make a foray 
into the lucrative SaaS market, cus- 
tomers can avail a minimum of 30% 
savings in cost by adopting this model. 

Leading the SaaS revolution are 
companies such as Salesforce.com Inc., 
RightNow Technologies Inc., and 
WebEx, which offer their customers ac- 
cess and use of software products over 
the Internet rather than installing it on 
servers, desktops and laptops back at 
their home offices à la Microsoft or SAP. 
The SaaS revolution has got a major 
boost now with the coming on board of 
even mainstream software makers 
such as Microsoft and SAP (which ear- 
lier shunned it) along with the web gi- 
ants Google and Yahoo. 

Estimates suggest a bright future 
for the SaaS market. For instance, ac- 
cording to Gartner, by 2012, at least 
30% of business application software 
spending will be as service-based sub- 
scription (i.e., SaaS) instead of product 
license. Saugatuck, another research 
firm, predicts that SaaS is all set to 
make major headway in Europe, where 
SaaS adoption is approaching a ‘tipping 
point’. Surely, the SaaS space is ex- 
pected to hot up even further. 


Unfolding of the SaaS saga 
SaaS first made its appearance at the 
peak of the dotcom boom in the late 


1990s. Hailed as a revolution 
cept, vendors tried to sell i 
premise of pay-as-you-go. Ove 
sand ASPs jostled to get the f 
ers’ advantage in a market the 
as the future of technology. ' 
market gained momentum in 
companies successfully bega 
the concept of hosted softwa 
and web-based access to app 
from major enterprise softwar« 
on a subscription rather than 
basis to their clients. Howeve: 
phoria could not last long as tk 
bubble that burst towards tl 
the 20" century dealt serious | 
While a section of industry 
blamed the inflated expect: 
vendors for the early failure o! 
model, others felt that vendor 
more on boosting their top lin 
ing on customers rather than 
about making profits. With t 
of dotcom companies having ; 
by 2002, it appeared as if it we 
for ASPs, with a majority of t 
ing gone bankrupt. A major 
hind the failure of the erstw 
model, according to Gianpaol 
and Fred Chong of Microsoft 
tion, was that ASPs which 
‘shrink-wrap’ applications to 
users over the Internet had mc 
mon with traditional on-pren 
cations than with modern Si 
cations in areas such as lice 
architecture. As these ap} 
were originally built as sins 
applications, their ability to s 
and processes with other ap 
was limited, and they tende 
few economic benefits over tk 
installed counterparts. Tho 
were some successful exan 
Salesforce.com, USinterne 
(USI), and Surebridge, the m 
almost become non-existent. 
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Software-as-a-Service Model 





J INTERVIEW 


“Saas is a viable model, irrespective of recession.” 


How do you view SaaS (Software-as-a-Service) as 
a viable model to beat the impending recession 
blues? 

There is a great interest in SaaS model. I 
think that it will be the future for business 
customers. As for regular customers, paying 
for service every year will be difficult. It is a 
viable model, irrespective of recession. 


What kind of firms can look to adopt this model? 
As I said earlier, most of the business will 
adopt it, and those on the cutting edge of 
technology will use it to leverage the fre- 
quent updates made. Companies with 
static IT needs will be slow to adapt. 


Who are going to be the major beneficiaries? Do 
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which sell software and forget it, have to pro- 
vide constant updates. 

So, once the revenue model picks up, ev- 
eryone will jump on the bandwagon. 


What challenges companies face in migrating to 
the SaaS model? 

a) Cost: Cost/year should be comparable. 
The total cost of ownership should be com- 
parable with the buy-it-forget-it model. 

b) Skill set: Will the company offering SaaS 
provide education at a reasonable price? 
Training and retaining IT workers has been 
a big issue for companies, so the cost of 
training/upgrading and educating the staff 
periodically should be reasonable for the 
model to work. 


you feel that companies like Google, which promote it, will gain through 
SaaS while rivals like the Microsoft would get affected if recession hits 


the global economy any time soon? 


The early movers, IT and Information Systems (IS) have lev- 
eled the playing field (remember Flat Earth), so companies 
want to take advantage of SaaS model. Even the companies, 


a select group of firms continued to work 
to amend earlier imperfections and 
validate the business model with an in- 
creasingly receptive end-user popula- 
tion. According to Carraro and Chong, 
these companies began building new, 
purely web-based applications that di- 
rectly addressed important business 
functions and provided a strong value 
proposition. They say that since the sec- 
ond half of 2003, there has been a shift 
in momentum towards using software 
as a service model. Chris Pang, an Ana- 
lyst at the research firm, Gartner, said 
that while there was a downturn in com- 
panies adopting CRM systems in 2000 
because of the tendency to ‘overcompli- 
cate requirements’ and go over budget, 
now there has been a renewal of interest 
` as those memories have faded. 

Thanks to their efforts, the last few 
years have seen the market for SaaS 
gain greater acceptance not just among 


| Chartered Financial Analyst | 





sure? 


Small-to-Medium Businesses (SMBs) 
globally, but even among large enter- 
prises, as SaaS vendors have gone be- 
yond CRM to offer a fuller array of solu- 
tions such as business process manage- 
ment, risk management, on-demand 
knowledge management and product 
life cycle management. Industry ana- 
lysts attribute this trend to the growing 
realization on the part of companies to 
cut their IT budget while at the same 
time improve productivity. 


Gaining traction 

SaaS is making its presence felt glo- 
bally and moving beyond the US, which 
was the first to witness its on-demand 
phenomena. For instance, it is making 
strong headway in markets like the Eu- 
rope and Asia-Pacific where the adop- 
tion of SaaS model is picking up. As a 
result, it has seen its largest customer 
base of SMBs explode over the past 12 


Is there any other way in which IT firms can tackle recessionary pres- 


IT firms have to use recession as an opportunity to reallocate 
resource, study customer needs, and update products or de- 
velop new products. 


months, growing threefold from 9% pen- 
etration in 2006 to 27% in 2007, accord- 
ing to the data from Saugatuck. In fact, 
even large enterprises, which have been 
reluctant to adopt on-demand model, 
nearly doubled from 14 to 26% during 
the same period, the report said. A re- 
port by Gartner now estimates that by 
2012, 30% or more of all new business 
software will be deployed and delivered 
as SaaS. It further says that worldwide, 
the total software revenue (enterprise 
software) for SaaS is poised for strong 
growth and will touch $11.5 bn by 2011, 
led by an explosive growth in on-de- 
mand CRM software market, the rev- 
enue of which will grow by $1 bn every 
year from 2007 to 2011. In the US, 
where the SaaS adoption is clearly go- 
ing ‘mainstream’ the research firm ex- 
pects that by the end of 2008, greater 
than 55% of North American-based 
businesses will have deployed at least 
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one SaaS application, to be followed 
closely by Western Europe at greater 
than 40%. It expects both Europe and 
Asia to experience the steep adoption 
ramp that the US has witnessed over 
the past two years. Whereas the aver- 
age US market growth rates wil] likely 
slow into the 35-40% range in 2008, the 
European market growth rates should 
exceed 60-70% next year. In Asia-Pa- 
cific, which is still dominated by the top 
five vendors—Salesforce.com, WebEx, 
RightNow Technologies, Oracle and 
NetSuite—the research firm Says that 
with increased awareness and adoption 
of SaaS, the SaaS market in Asia will 
reach $1.16 bn by 2010, with a com- 
pound annual growth rate of 66%, to 
comprise 15% of the enterprise soft- 
ware application market. 

A few other research firms predict 
even much higher growth numbers for 
the SaaS market. For instance, 
Saugatuck, which does extensive cover- 
age af the on-demand market, forecasts 
the worldwide SaaS revenues to grow at 
Compound Annual Growth Rate 
(CAGR) of 35% to surpass $20 bn by 
2012 (up from approximately $6.5 bn in 
2007). It expects the sporadic growth to 
be driven by both local demand as well 
as large multinationals who are adopt- 
ing SaaS business solutions on a global 
basis. In Asia-Pacific, India will be lead- 
ing the show where SaaS wil] exceed 
US$48 mn by 2008, up from US$7 mn 
in 2005, according to Springboard Re- 
search. Analysts say this positions In- 
dia as the fastest growing SaaS market 


in Asia-Pacific. The study, however, re- 
vealed a mismatch—high levels of 
awareness and low levels of penetration 
among Indian SMBs. 

The adoption of SaaS, however, is 
not even and varies widely across soft- 
ware markets, according to Gartner. For 
instance, in markets such as Enterprise 
Content Management (ECM) and 
search, SaaS adoption is in the range of 
1-2% of total software spending, while 
in segments like e-learning and web 
conferencing, SaaS accounts for more 
than 60% and 70%, respectively, of the 
total market revenue. “SaaS adoption 
is highest in applications that support 
simplified, common business processes 
or large, distributed virtual workforce 
teams,” says Sharon Mertz, Research 
Director, Gartner. 


Marching ahead 

With the threat of a US slowdown and 
its repercussion on the global economy 
looming large, there is a strong likeli- 
hood that businesses will be cutting 
down on their technology expenditure. 
While it will be bad for on-premise soft- 
ware makers, one segment of vendors 
that is going to benefit immensely will 
surely be SaaS makers. However, this 
advantage is not going to last forever for 
pure-play SaaS players, as main- 
stream software makers are sooner or 
later going to storm the SaaS space. 
According to industry analysts, in such 
cases when large mainstream vendors 
make any serious attempt to enter the 
fray, it will be difficult even for market- 


SaaS vs. Traditional Software Model 


Traditional 


Licensing 


Location 


Management 


Source: www microsoft.com 
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“Pure” SaaS 





leading pure-play SaaS vendors li 
Salesforce.com to match the level of sy 
tems integration that large vendors li 
SAP or Oracle can provide their custo 
ers. “Both [SAP and Oracle] have th 
broader depth of functionality ar 
broader view of an integrated ente 
prise, so without a doubt, Salesforce 
very vulnerable,” says Tom Siebe 
Founder, Siebel (now part of Oracle), 

The possibility of consolidation als 
appears imminent with the planne 
entry of many traditional softwar 
makers in the SaaS Space, which coul 
pose serious challenge to pure-play ver 
dors. “No doubt a serious feeding frenz; 
is about to unfold and it could be antici 
pated that a large number of venture 
backed start-ups and emerging Saas 
companies in the $5 mn-$20 mn range 
would be put up for sale over the nex{ 
12-18 months—and acquired by either 
SaaS pure-plays, ISVs hungry to enter 
the SaaS fray or on-shore and off-shore 
IT services and BPO providers who are 
eager to leverage a SaaS model,” says 
Saugatuck. According to Gartner, 60% 
or more of SaaS firms funded prior to 
2005 will either be acquired or go out of 
business by 2010. 

It is also true that it may not be all 
that easy for traditional software mak- 
ers to jump the gun immediately. “You 
cannot take your old enterprise solution 
and just deliver it through the browser 
...You don’t change an architecture just 
like that,” says Philippe Courtot, 
Chairman and CEO, Qualys. Neverthe- 
less, as industry analysts suggest, 
SaaS has a long way to go to reach tech- 
nical maturity. “We are only at the base 
of the learning curve in terms of compre- 
hending how different SaaS is from tra- 
ditional applications and uncovering its 
potential value,” suggests Computer 
Business Review (CBR). This means sig- 
nificant challenges for vendors in man- 
aging SaaS deployment to gain opera- 
tional value now, while exploring new 
ways of thinking about the form of ap- 
plications and how they can be devel- 
oped for future change.s 

- Amit Singh Sisodiya and Imrana Moghul 
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Tata Tele-Virgin Deal 


Dial C for Controversy 








Amidst allegations of being a Mobile Virtual Network Operator (MVNO) in 
the guise of a brand franchisee, the Virgin Mobile-Tata Teleservices deal 
looks all set to rock. Rivals, better watch out! 


Our association with the Tatas unites 
the passion of our two business groups for 
putting customers first and finding inno- 
vative, fun ways of enriching their lives, 
and it represents Virgin Group’s strong 
focus on India. 

- Sir Richard Branson 
Chairman and Founder, Virgin Group 


llegations have flown thick and 

fast ever since Sir Richard 
ranson’s Virgin Mobile 

signed a partnership deal with Tata 
Teleservices to make its India foray. Ri- 
vals were quick to term the deal as a 
surrogate MVNO play and have since 
then launched a scathing attack on 
Tata Tele for exploiting the loopholes in 
regulations to allow the British opera- 
tor to enter the Indian market as an 
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MVNO. An MVNO does not have its 
own radio spectrum or network infra- 
structure, but takes lease from existing 
mobile operators. In other words, an 
MVNO buys airtime from the existing 
operators and resells them by packag- 
ing the services under its own brand. As 
of now, Indian telecom regulations do 
not permit such services in the country. 
This probably forced Virgin Mobile, 
which is essentially an MVNO, to roll 
out its services in India as a franchisee 
of Tata Teleservices. Virgin Mobile, 
which was started as the world’s first 
MVNO in 1999, in UK, today operates 
in countries such as the UK, Australia, 
Canada, South Africa, the US and 
France. However, the so-called ‘brand 
franchisee’ deal is under attack, espe- 
cially from the rival GSM operators who 


have dubbed it as a surrogate MVNO 
deal. “...The mobile services that have 
been launched in India by Virgin Mobile 
India are the same services that the 
Virgin Group already offers, as an 
MVNO, in other parts of the world 
under the same brand. It is 
counterintuitive that a group with a 
well-known brand of mobile services 
would first transfer its brand and ex- 
pertise to Tata Teleservices and then 
take the same brand and expertise back 
for use in India under a franchising ar- 
rangement, unless this double loop is 
deployed to overcome a regulation,” 
charged a statement from the Cellular 
Operators Association of India (COAI), 
the apex body of the GSM service pro- 
viders. However, despite protests from 
the GSM lobby and Reliance Communi- 
cations, another CDMA operator, Tata- 
Virgin deal has been given a clean chit 
by the Department of Telecommunica- 
tions (DoT), which said in its communi- 
cation dated March 28, 2008, “The Vir- 
gin Mobile brand tariff plan completely 
belongs to Tata Teleservices/TTML 
and it is subject to the regulatory pro- 
cess and has been filed by Tata 
Teleservices/TTML with TRAI. All cus- 
tomers, tariff plan and the revenue be- 
long to Tata Teleservices/TTML.” Tata 
Tele, while replying to DoT’s query re- 
garding the nature of the tie-up, reiter- 
ated its stand that it had no partner- 
ship for use of network or spectrum with 
Virgin and Virgin Mobile India was set 
up purely for non-license activities, and 
that it has obtained a trademark li- 
cense from UK-based Virgin Group to 
use the Virgin Mobile brand for mar- 
keting mobile services for youth. “Vir- 
gin is not launching any telecom ser- 
vices in India and, thus, it goes without 
saying that it’s not using network or 
spectrum of TTL,” the Tatas-owned 
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firm said in its response to DoT. Sir Ri- 
charc Branson. the celebrity business 
tycoon and CEO of the $20 bn Virgin 
Group that has interests ranging from 
mobile telephony to transportation. 
travel, financial services, leisure, music, 
holidays, publishing and retailing with 
a presence in 29 countries, said, “This is 
Virgir. Mobile’s seventh launch globally 
and Virgin’s largest investment to date 
in Incia. Tata has got the network, we 
have got the brand. It makes a win-win 
situation for both the companies.” 


Not for mass market 

Virgin is betting big on India, and Sir 
Branson minces no words when he ad- 
mits the attractiveness of India to glo- 





bal telcos. “India is a very attractive 
market to be in... If we can’t do well here, 
we can’t do well anywhere else,” said 
Branson in an interview. India is the 
world’s fastest-growing mobile services 
market, and that explains why several 
foreign firms are eveing to tap the po- 
tential of the market, which adds nearly 
8 million new subscribers every month, 
nex: only to China. Virgin, however, 1s 
not aiming for a mess market presence. 
Rather, its target is the youth. The 
company’s Think Hatke ad campaign 
makes its intent clear. “The vibrancy of 
its youth and culture truly makes it Vir- 
gin territory!” said the visibly excited 
Branson. He added, “At Virgin Mobile, 
we believe that the existing operators 
are all pursuing the same strategy: to 
get as many subscribers as quickly as 
possible. Virgin Mobile’s strategy is 
different. We want to deliver a more tal- 
lered, more relevant offering fer a 
single, distinct segment. We are not 
pursuing scale for scale’s sake.” 

India is set to surpass the US and 
soon to emerge as the second-largest 
wireless market in the world after 
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Virgin expects that over the next three years the 
youth segment will be adding over 50 million new 
subscribers and looks forward to earning mobile 
service revenues of over Rs 350 bn. 


cin ein AAR ALANA ER TRE ry eee ea ae eee h i r eae e e me e a e a MAMA tla HiT GAYA MIE) mny ARENAS SR 


China this year. The country currently 
has over 250 million wireless users 
(that means a penetration level of just 
25%), as of end-February, as against 
256 million in the US and 540.5 million 
in China. The youth, those aged be- 
tween 14 and 25 years, account for 
about 215 million. Virgin expects that 
over the next three years this segment 
will be adding over 50 million new youth 
subscribers and looks forward to earn- 
ing mobile service revenues of over Rs 
350 bn. “By focusing exclusively on a 
single segment and by continuing to de- 
liver innovative services that cater to 
this segment’s distinct needs, we be- 
lieve Virgin Mobile can capture more 
than 10% of this incremental market 





within three years of launch,” said 
Jamie Heywood, Deputy CEO, Virgin 


Mobile India, in an interview. 


According to the terms of the deal, 
Virgin Mobile will be a franchisor and 
lend its brand name to Tata Teleservices 
for its new operations. Virgin, in return, 
will take back royalty. But the new ser- 
vices of the duo will offer both new SIM- 
based phones and talk-time under the 
Virgin brand name. The company has 
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hit the market with its innovative, , 
youth-centric advertising campaign. Ina | 
first of its kind scheme in India, a Virgin — 
subscriber gets 10 paisa (paid in talk 
time) for every incoming call of one 
minute duration. Another first is a new 
security feature in all Virgin handsets 
which comes with password-locked SMS 
facility to prevent access to prying eyes. 
Nevertheless, rival GSM camps 
have been crying foul ever since the deal 
was announced and even requested the 
telecom regulator and policy makers to 
reinvestigate the deal. They apprehend 
that Virgin is offering these services 
just like any other mobile operator in 
India, but without owning any spectrum 
or infrastructure, such as switches and 
microwave towers, which appears akin 
to a pure MVNO model. The deal is be- 
ing opposed by rival operators for two 
major reasons: first, since Indian 
telecom regulations do not permit an 
MVNO, Indian mobile players missed 
out on chances to make such agree- 
ments to utilize their unused spec- 
trums. However, eventually they will 
follow these models until the MVNOs 
are allowed by the Indian telecom regu- 
lators. Second, and more importantly, 
the rivals apprehend that Virgin’s ex- 
pertise in attracting the spendthrift 
youth would sweep away their revenues 
in such a lucrative segment. The 
country’s youth, aged between 15 and 30 
years, are estimated to be around 400 
million of an over one billion population. 


A win-win strategy 

In the case of Virgin Mobile, which is tak- 
ing franchise route, not only the initial 
investments and capital costs are low, 
but it can also take money back home as 
part of royalty for lending its brand 
name to TTSL, besides getting the op- 
portunity to create tremendous brand 
equity, which it could use later to make a 
full-fledged entry into the market on its 
own. From the deal perspective, while 
Virgin has the expertise in making new 
customers and dealing effectively with 
them, TTSL has untapped bandwidth. ` 
Though TTSL made an early entry into 
the CDMA space, it has only 23 million 
subscribers as compared to 43 million 
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Tata Tele-Virgin Deal 


rent 


subscribers of Reliance Communica- 
tions (CDMA market leader). Further, 
TTSL targets mass market while its 
new partner targets youth market. 
Hence, the deal helps TTSL to attract 
the new customer segment under the 
brand name of Virgin; though Tata’s ex- 
isting customer base remains under 
Tata and they will have access to some 
of Virgin’s services, and calls between 
Tata-Virgin customers are given at dis- 
counts. 

Virgin is presently launching its 
services in 50 cities and planning to 
reach 1,000 cities by December 2008. 
Virgin and Tata hope the alliance will 


_ break even at a user base of five million, 


expected in three years. Industry ex- 
perts say that with more than 44% of 
the user base falling in the youth seg- 
ment, every player will be eyeing a 
larger share. Tatas have said that their 
service would now have two brands: 





Tata Indicom for the mass market and 
Virgin for the niche youth market. The 
Virgin-based service would offer the ex- 


» tra zing that young users want, such as 


music, games and downloads. Sir 
Branson has set the revenue target at 
Rs 35,000 er by 2010. 

Tata Teleservices has been lagging 
in the competition in India’s growing 
but fiercely fought mobile phone mar- 
ket. It operates in the Code Division 
Multiple Access (CDMA) market, as 
opposed to the more popular Global 
System for Mobile (GSM) communica- 
tions standard. The group, which has a 
pan-India-presence serving 22.5 million 
customers, had a 9.3% market share at 
the end of January 2008, compared with 
rival Reliance, which had 17.5%. 

Under the deal, Tata Teleservices 
will pay a pre-agreed fee to Virgin for 
every user buying the youth-focused ser- 
vice. However, Virgin may not be re- 
stricting itself to its alliance with Tatas 
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The raging controversy over the Tata-Virgin deal 
has only underlined the need for policy changes 
that favor entry of MVNOs in the country. 


alone and has, in fact, given the hint 
that it would also look to enter into 
similar arrangements to cater to GSM 
users in India. “In another nine months, 
when the new GSM players start rolling 
out their services, we would look to offer 
similar services on GSM as well,” Sir 
Branson said. 


MVNO: Fad or faded? 


The raging controversy over the Tata- 
Virgin deal has only underlined the 
need for policy changes that favor entry 
of MVNOs in the country. In fact, glo- 
bally, the trend is gathering momen- 
tum. MVNOs are favored by regulators 
because they not only help accelerate 
the market penetration and boost 
handset sales but also help new service 
providers with idle spectrum. Besides, 
they also facilitate in improving compe- 
tition, increased thrust on innovation 
and diversity in services. However, sev- 





eral recent reports portray a negative 
picture about the MVNO model. Fail- 
ure of two high-profile MVNOs—Mo- 
bile ESPN and Amp’d Mobile in the US 
as well as easy Mobile, Ten Mobile, and 
scores of others in Europe have raised 
some fresh questions about the viabil- 
ity of the MVNO business model, a re- 
port by Pyramid Research titled, “Re- 
thinking MVNO and MVNE Econom- 
ics: The Future of Mobile Virtual Mod- 
els,” suggests. However, according to it, 
the model is not yet bust. The global 
MVNO subscriber base grew by 24% in 
2006, to reach 84 million users. And 
there are still profitable MVNO opera- 
tions such as Virgin Mobile and Tesco 
Mobile in the UK and TracFone in the 
US, says the report. Further, more and 
more companies are looking to explore 
this market which suggests that inter- 
est in becoming an MVNO has not 
faded away. The report advises MVNO 
aspirants to learn from the mistakes of 


past players and flush out the excesses 
of the business model. According to it, at 
the root of the failure of MVNOs lie an 
overly optimistic assessment of de- 
mand, an unrealistic revenue model, a 
demanding cost structure, a lack of pre- 
paredness in the back-office, and an ab- 
sence of a meaningful service differentia- 
tion. The key to successful MVNO mod- 
els are primarily built around cost-con- 
trol, suggests the report. However, 
people such as Sue Marek of 
fiercewireless.com feel that the MVNC 
model has lost its appeal now. “Today, 
the term MVNO is associated with a 
failed business model. With the demise 
of two high-profile MVNOs—Amp’d Mo- 
bile and Mobile ESPN—the MVNO 
model is a bust,” she wrote in one of her 
editorials. She added, “Virgin Mobile 
USA appears to be one of the few 
MVNOs with staying power; however, 
the company has never turned a profit.” 
In a veiled warning, she observed that 
the lesson from the MVNO debacle is 
that the wireless business is compli- 
cated and competitive. “MVNQOs 
thought they could build a lucrative busi- 
ness by targeting specific segments with 
tailored service offerings, but they un- 
derestimated the complexity of the wire- 
less ecosystem. And they dismissed the 
incredible power that traditional opera- 
tors have with their well-known brands, 
their intricate distribution channels and 
their marketing prowess,” writes she. 
As of now, Tata Teleservices is the 
only operator with unused spectrum in 
2G space, while others like GSM play- 
ers need further spectrum for their 
growth. But the scenario will change as 
they migrate to 3G. When that happens 
it could offer MVNOs an opportunity to 
make inroads into the fledgling Indian 
market riding high on unused spectrum 
of the existing players. However, India 
can draw some valuable lessons from 
international experience before opening 
its door to MVNOs. In the meanwhile, 
the focus will be on how the Tata-Virgin 
Mobile deal shapes up and impor- 
tantly, delivers on its promises.» 


~ Amit Singh Sisodiya and Bindu Amrutham 
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Agrarian Crisis in India 


M BUSINESS ENVIRONMENT 


Towards a Solution 


The increasing food prices can push millions of net buyers of food into 
deeper poverty. A lot depends on how indian agriculture responds to this 
challenge and what solutions the policy makers can think up to prevent 


a possible farm crisis. 


— Suresh Chandra Babu 


International Food Policy Research Institute, Washington, US 


- G Bhalachandran 
Sri Sathya Sai University 





o country, a majority of whose 

population is dependent on ag- 

riculture, has been successful 
in reducing poverty and hunger without 
being successful in its agricultural sec- 
tor. Many experts agree that Indian agri- 
culture is heading towards a crisis. At 
least the vital economic signs of the sec- 
tor indicate that this may in fact be the 
ease. The current growth rate of the sec- 
tor has remained stagnant at 2.6% for 
the past decade, and this certainly calls 
for some swift action. This is important 
at this juncture since about 70% of the 
rure! population either directly or indi- 
rectly depends on agriculture for their 
livelihood and agriculture still contin- 
ues to contribute nearly 25% of India’s 
national income. 

Several factors are responsible for 
this low level equilibriam of the sector. 
This sector has been neglected by suc- 
cessive governments over the past two 
decades. The low and inappropriate 
contribution ef research to the develop- 
ment of new technolegies remains a 
major stumbling block for further rise 
in productivitv. The extension system 











that was once the pride of the nation 


has literally crumblec over the years. 
Investment in irrigation expansion has 
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not been fully accounted for, with only 
40% of the cultivable land coming under 
irrigation. Resource-poor farmers, who 
are largely confined to drought-prone 
areas with little non-farm opportuni- 
ties, continue to bear a large share of 
rural poverty. Small and marginal 
farmers, who have invested in ground 
water resources and in high value crops, 
have burnt their fingers due to the low 
availability of groundwater and con- 
secutive monsoon failures. Rural finan- 
cial intermediaries, both formal and in- 
formal mechanisms, face a series of 
market failures, of which some are in- 
duced by public policies. Added to this 
is the current level of high food prices 
that can push millions of net buyers of 
food into deeper poverty. 

Actually, increase in the productiv- 
ity of several crops is the key factor for 
increasing farm incomes. This can work 
in two ways: one, by reducing the ‘per 
unit’ cost of production of agricultural 
commodities; and two, by creating addi- 
tional income opportunities through al- 
lied activities. Increasing productivity 
requires innovation in agricultural sec- 
tor. It need not always be through the 
publicly funded agricultural research 
systems. Under the liberalization re- 


gime, organization of agricultural re- 
search can involve private research insti- 
tutions too. It calls for the reorganization 
of the agricultural research system and 
devising it so as to meet the needs of the 
small-scale farmers in various agro-eco- 
logical zones. Almost 15 years ago, a 
major set of studies, under the leader- 
ship of Prof. Yoginder Alagh, looked at- 
the agro-ecological zones and recom- 
mended appropriate copping pattern 
then. The recommendations of the stud- 
ies are yet to be seriously locked into and 
implemented either by the national re- 
search institutions or by the state level 
institutions. Though the funds for agri- 
cultural research have been increased 
considerably, its allocation as a share in 
agricultural GDP has not been increased 
much. Moreover, there are many unre- 
solved riddles in this. 

The extension system that was one 
of the pillars of green revolution in the 
1960s and 1970s is becoming obsolete. 
This is partly due to the reduced de- 
mand for public extension and partly 
due to the poor quality of services ren- 
dered. In fact, the latest National 
Sample Survey indicates that the ex- 
tension workers are the most impor- 
tant source of information for the farm- 
ers to improve their farming skills. The 
adoption of Training and Visit (T&V) 
extension, which formed a part of the 
World Bank’s support and became ex- 
tinct in the 1990s when the project 
funds were exhausted, is a painful re- 
minder and lesson in rural develop- 
ment. While the agricultural extension 
policy of the Government of India calls 
for the revival of multiple sources of 
knowledge for farmers, focusing on 
public extension, where farmers can- 
not afford to pay for their services, is 
one way to optimize the resources. Of 
course, effective use of Information and 
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Communication Technologies could re- 
duce the need for public extension. 
Farmers also indicate that the visual 
media is the most important source of 
information when it comes to the qual- 
ity of extension delivery. Increasing the 
access to the tele-centers and informa- 
tion kiosks could enable resource-poor 
farmers to access needed information. 
The extension approaches by the non- 
profit organizations and farmer-based 
organizations need encouragement. 
But they cannot be fully relied upon 
when their links with the research sys- 
tems are weak. There is a need to re- 
visit the extension policy in India with 
-a view to creating successful models to 
-eater to the needs of farmers in various 
socio-economic categories. 

Investment in irrigation is the next 
pillar that needs immediate attention. 
Assured water sources could provide re- 
lief to farmers in drought-prone areas, 
where distress and poverty continue to 
be high. Investment in developing new 
system of irrigation and rehabilitating 
existing systems to serve more number 
of farmers require immediate atten- 
tion. However, several institutional re- 
forms are needed in the irrigation sec- 
tor. New arrangements are needed to 
connect farmers with the irrigation 
agencies of the government. Current ir- 
rigation agencies depend on govern- 


ment subsidies and they are not finan- 


cially viable to meet the farmers’ needs. 
Agencies that have become financially 
autonomous do charge water fees and 
consider farmers as their valuable con- 
sumers. Irrigation systems that are co- 
managed by farmers could be an alter- 
native way of increasing efficiency in the 
sector. While some efforts have been 
made to experiment with innovative ap- 
proaches to water management, such 
as water user associations, a myriad of 
social challenges at the grass root levels 
thwart their efficient functioning. There 
is a need to study them for their 
replicability and scalability. In this con- 
nection, MS Swaminathan’s Evergreen 
Revolution is worth emulating. 

The Union Budget 2008-09, recently 
orchestrated by the Finance Minister, 
not only promises a high level of support 
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to revive the ailing farming sector, but 
also delivers on such promises in con- 
crete terms. Yet, it is not clear how 
such benefits will trigger high levels of 
growth in the agricultural sector. The yi- 
sion goal for the sector with the current 
allocations is 4%. But, there are linger- 
ing doubts whether the current budget 
will enable the sector to get on such a 
growth trajectory. 

Actually, one can say that the rural 
credit policies announced lack analyti- 
cal basis. For example, the major item 
on the recent Union Budget for agricul- 
ture is the ‘loan waiver program’ 
amounting to Rs 60,000 cr. These kinds 
of policy directives are not new in India, 
and their impact on rural credit market 
does not require any overemphasis. It 
demoralizes the farmers who repay 
their loans diligently and jolts the rural 
banking system on the whole. Farmers 
who benefit from such policies in irri- 
gated areas are part-time farmers who 
have other sources of income. Resource- 
poor farmers who lease their lands, 
however, are not extended any help. On 
the other hand, this is probably the only 
way to get the income transferred di- 
rectly to the farmers’ hands, though it 
happens to be charity to undeserving 
farmers. Probably, if anything is posi- 
tive about this, it may be that it encour- 
ages farmers to get themselves involved 
in the formal credit markets, thus re- 
ducing the role of informal financial in- 
termediaries. It is not clear as to why 
the government could not think of refi- 
nancing the loans and make them long- 
term, to be paid in full, but over the 
years. In the meantime, the funds could 
have been used to build the badly 
needed infrastructure for connecting 
farmers in the remotest areas to the 
markets and rehabilitating the existing 
irrigation systems to increase their 
reach to farmers. 

Overall, the agriculture budget, 
which is the last one before the next elec- 
tions, can be highly beneficial to the 
farmers if the allocations are followed up 
and followed through. This could be a 
major problem in the current functioning 
of the government. For example, a mod- 
est growth rate objective of 4% was set 
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for the agriculture sector in the 2007-08 
budget. Yet, one is not sure whether seri- 
ous attempts were made to achieve the 
target. What is missing in this year’s 
budget is the analysis of what we have 
learnt from such allocation. It is not clear 
whether such allocations would reach 
the targeted departments in time for the 
implementation of the activities for 
which they were allocated. For example, 
a key element of last year’s budget was 
the allocation for increasing the irriga- 
tion potential by 24 lakh hectares, in- 
cluding nine lakh hectares under Accel- 
erated Irrigation Benefit Program. It 
would be illustrative to see how much of 
this was accomplished and, if we have 
missed that target, why. It is not just 
enough to allocate but also provide funds 
in time for the implementation of activi- 
ties that matter. Additionally, Rs 100 cr 
were allocated for National Rainfed 
Area Authority. There were subsidy an- 
nouncements— 100% subsidy for small 
farmers and 50% for other farmers for 
water recharging scheme. Little is 
known about the benefits of such budget 
allocations. 

In addition, the budget decisions are 
combined with negative institutional 
policies that prevent new forward con- 
tracts on key commodities such as rice 
and wheat which could take us institu- 
tionally backward by several years. Re- 
ducing the vulnerability of Indian con- 
sumers and producers to the vagaries of 
international food markets need not 
come at the cost of institutional collapse, 
given that the rebuilding of such institu- 
tions and the public trust in them can 
take several years. 

We often respond only when there 
is a crisis. In the 1960s, when frequent 
famines threatened the survival of the 
nation, we were quick to mobilize the 
resources and human capital to ad- 
dress the food crisis. Within a matter 
of five years, we were on the path to 
food self-sufficiency. We can do it again, 
this time before a crisis strikes. It is a 
matter of focus and commitment from 
the government as well as the people 
involved.s 
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BankMARCH-SOA 


‘BankMARCH-SQA® is a proprietary model to assess Customer Service 
Quality for Bank Branches. 


Customer service quality is a combination of quality aspects of physical 
environment & infrastructure and service process & functions. It is 
assessed through 

© Customers’ Perceptions on the services and products 

© Customers’ Satisfaction on the services and products 

© Customers’ Need and Gap in the services and products. 


| A ‘Service Quality’ audit is an aid to 
* 


Measuring satisfaction level of the customers 
Identifying changes required in infrastructure, 
Systems and procedures 
èe Monitoring ‘Customer Churn’ 
¢ Tracking satisfaction level over time 
It will help you strengthen your relationship with your customers 
e It will help you understand your customer expectations (quality, 
service and performance) more clearly, and take suitable steps to 
measure up to them. 


MARCH Marketing Consultancy & Research. a research based 
consulting organization based in Hyderabad, has developed this model, 
keeping in mind these aspects. 


j Features of BankMARCH-SQA® 


© It assesses bank branch’s customer service quality through 
set of statistical techniques and mathematical algorithms. 

e It analyses the gap between the service expected by the 
customers and actual service delivery effected by the bank 
branch. 


| Deliverables 


© Need-Gap analysis (‘Expected Service’ Vs. ‘Actual Delivery of 
Service’) 

Customer satisfaction Index & Service Quality Index 
Customer Profile details 
MARCH’s Recommendations. 





For more information, please contact: 


ETE Te GI 

Service Quality & Satisfaction Measurement Division 

MARCH Marketing Consultancy & Research 

6" Floor, Astral Heights, Road No.1. Banjara Hills, Hyderabad - 500 034 
Marketing Consultancy & Research Phone: 040-23430481/82/83, Fax: 040-23430480. 

e-mail: bankmarchsqa @ marchresearch.com. web:www.marchresearch.com 
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Farm Loan Waiver 


Politics Sans Economics 


Loan waiver may not be a prudent idea to revitalize Indian agriculture and 


save the farming community. 


rhaps the one thing for which 
this year’s budget will be re- 
membered for long is the an- 
nouncement of Rs 60,000 cr ($15 bn) 
farm loan waiver; the relief amount is 
roughly around 3% of all the loans in the 
entire banking system of the country. It 
is no secret that the agricultural sector is 
facing a grave crisis caused by an ines- 
capable cycle of debt that has compelled 
more than 1,50,000 farmers to commit 
suicide since 1997. The National 
Sample Survey Organization (NSSO) 
points out that about half of India’s 100 
million farming families are in debt. 
Against this backdrop, the debt relief 
package aims to give marginal (holding 
up to 1 hectare) and small farmers (hold- 
ing 1-2 hectare) a new lease of life. Under 
the scheme, all agricultural loans dis- 
+ bursed by scheduled commercial banks, 
Regional Rural Banks (RRBs) and coop- 
erative credit institutions up to March 
31, 2007 and overdue as on December 
31, 2007 will be covered. 

The largest ever debt relief package 
of all time—while rekindling hopes 
amongst some four crore farmers, includ- 
ing three crore small and marginal farm- 
ers—however, has not gone down very 
well with critics and the opposition par- 
ties. Many term the move as a populist 
one, given that general elections are 
hardly a year away. Some argue that the 
relief package fails to address the real 
issues affecting the Indian agriculture, 
while others feel that it is too small to 
æ have any real impact as it covers merely 
one-fourth of the total debts of the farm 
sector; it is said that three-fourths of the 
loan are from local lenders who charge 
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usurious interest rates, forcing many 
farmers, who are unable to repay such 
high-cost debts, to commit suicide. An- 
other ground on which the mega loan 
package has been criticized is that the 
benefits could accrue to only those farm- 
ers with a holding size of less than 2 
acres. “Comparing farmers owning two 
hectares in Punjab with those with hold- 
ings of similar size in Rajasthan or 
Vidarbha is unfair. The size of holdings 
in distressed areas should be much big- 
ger,” a leading daily cited noted agricul- 
ture economist MS Swaminathan as 
saying. 

This is not for the first time that the 
government has resorted to such mea- 
sures in an effort to rescue farmers. In 
1990, the then VP Singh government 
announced a waiver of all outstanding 
farm loans to the extent of Rs 10,000 per 
farmer. Though the scheme faced stiff 
opposition from both the ruling govern- 
ment as well as bureaucracy, fearing an 
impact on the banking sector, it could fi- 
nally see the light of the day, thanks to 
the efforts of Devi Lal, who was the 
Deputy Prime Minister then. However, 
given the size of the present package the 
fear looks real with far-reaching impact. 
Though banks have come forward in sup- 
port of the government, rebuffing talks of 
any impact in the banking sector, not ev- 
ery one seems very convinced. To many, 
the dole-out appears to be at best the 
manifestation of the populist measure 
in an election year than a serious effort 
at a comprehensive revival of the agricul- 
tural sector which registered a meager 
growth rate of 2.6% during 2007-08, from 
3.8% a year before. 


A step far from reality? 

A section of critics say that the pro- 
posed write-off seems to be an eye-wash 
and it cannot boost agricultural growth 
as expected. Continual crop failures are 
mainly due to climatic change, high in- 
put costs, lack of satisfactory support 
and market prices for the farm produce, 
and finally, insufficient crop insurance 
and agricultural credits; and these are 
the major stumbling blocks to agricul- 
tural growth in India. These factors, by 
and large, fuel distress among the farm- 
ers. The farmers do not have steady in- 
come due to crop failures. At the same 
time, inflation in India crossed the 7% 
mark in March 2008, and many experts 
are of the view that the soaring inflation 
cannot be controlled as expected in the 
near future since it is the result of glo- 
bal problems. This is bound to severely 
affect the most vulnerable sections of 
rural India. India’s eye-catching urban- 
centric development has bypassed the 
farm sector. M Govinda Rao, the Direc- 
tor of the National Institute of Public 
Finance and Policy, said, “Farmers 
committing suicide had borrowed from 
moneylenders. The debt relief package 
won't give succor to distressed farmers 
who do not have access to institutional 
credit.” 

The NSSO survey report suggests 
that the loan waiver may not be benefi- 
cial to all the farmers since institutional 
sources account for less than 60% of all 
farmer loans. Millions of indebted farm- 
ers owe rapacious private moneylenders 
who are still playing an essential role in 
the rural economy. Obviously, the mar- 
ginal farmers turn to the moneylenders 
and their relatives due to higher interest 
rates and other difficulties associated 
with institutional credit. In addition, the 
relief will be a distant dream for a ma- 
jority of the farmers as their average 
holding is just above two hectares. Many 
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experts are of the view that the loan 
waiver declared by the government is a 
‘lose-lose proposition’, The announce- 
ment has not yet stopped the farmers in 
killmg themselves in regions such as 
Vidarbha. 

The Radhakrishna Committee, 
which was set up to study reasons for 
agricultural indebtedness, suggests set- 
ting up a Rs 10.000-cr agricultural devel- 
opment fund in 100 agriculturally dis- 
tressed districts, identified mainly on 
the basis of land productivity. Among 
other suggestions, the committee has 
emphasized the formation of a Money- 
lenders Debt Redemption Fund to mini- 
mize the burden cf farmers’ indebted- 
ness to moneylenders. Creation of a 
Prize Risk Mitigation Fund is also the 
need of the hour tc compensate farmers 
at the time of price collapse. But serious 
attention has not been given to these 
valuable recommendations. The Umon 
Finance Minister, P. Chidambaram. 
himself has admitted in his budget 
speech that “The Rachakrishna Com- 
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mittee examined rural indebtedness in 
all its aspects but stopped short of rec- 
ommending waiver of agricultural 
loans.” The remedial measures sug- 
gested by the committee would have had 
a long-term impact on protecting the 
poor farmers from the clutches of money- 
lenders. 

As per the schedule of implementa- 
tion, the defaulter farmers who get the 
benefit of loan waiver will not be allowed 
for fresh bank loans until after June 30, 
2008. But it will severely affect the 
Kharif crop which is normally sown in 
the beginning of June. If loans are 
availed in July, it may not be helpful for 
the timely sowing of the Kharif crops. 
Furthermore, no precise production im- 
provement measures have been an- 
nounced along with the debt-waiver 
scheme. It will not assist the farmers to 
boost their capacity to speed up produc- 
tion and get satisfactory income. If the 
huge amount of total NPAs related to 
agriculture is considered, desirable 
funds would be in excess of Rs 32,000 er 





and simultaneously, the figure may be 
an astonishing amount of Rs 90,000 cr if 
the rescheduled farm loans are taken 
into account. Many experts believe that 
doling out such huge amount would ad- 
versely affect the availability of funds for 4 
other developmental requirements. 


Impact on the banking sector 
Expectedly, the loan waiver scheme has 
been greeted with mixed reactions. The 
Finance Minister has said, “The Govern- 
ment, the RBI and banks will work to- 
gether in a manner that the goals and ob- 
jectives of the scheme are achieved. The 
goals and objectives are to provide debt 
waiver and debt relief, and at the same 
time ensure that the banking system is 
strengthened.” Predictably, the public 
sector banks have welcomed the debt 
waiver/relief since the recent move will 
help them clean up the balance sheets by. 
removing the Non-Performing Assets * 
(NPAs) or sticky loans. MV Nair, CMD of 
Union Bank of India, has said, “The pro- 
posal will be very positive for banks. As- 
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not be covered under the scheme. Two hectares of double crop 
wet lands of Punjab and Haryana states cannot be com- 
pared with two hectares of rainfed lands of Rajasthan and 
Orissa. 


Can it help stimulate the agriculture sector in the country? 

The farm loan waiver scheme cannot stimulate the agricul- 
ture sector in the country for the reason that the mindset of 
the policy makers and bureaucrats towards the farm sector 
has not yet changed. The Finance Minister, while presenting 
the budget in the Parliament during the year 2007, stated 
that agriculture extension had collapsed. But no plan of ac- 
tion or allocation of additional funds was contemplated ei- 
ther in 2007 budget or in 2008 budget. No specific plan of 
action is devised for development and strengthening of infra- 
structure in the agriculture sector. Unless agriculture is 
made remunerative by providing inputs at subsidized rates 
and offering remunerative prices for the agricultural produce, 
the farmers would be unsure of continuing in the agriculture 
sector. 


What are the other measures needed in this regard? 

Issues that call for immediate action are productivity issues 
such as soil health, seed replacement and quality inputs; 
timely agricultural credit; revamping of the whole system of 
minimum support price related matters by involving more 
farmers in the system; and strengthening of agricultural ex- 
tension services. Innovative practices along with modern agri- 
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cultural implements to reduce physical drudgery should be 
introduced. Pre- and post-harvesting technologies should be 
strengthened to contain the quality of the produce harvested. 
Processing, value addition and marketing techniques should 
be developed through large market chains. A total review of 
flood and drought relief manuals should be released with a 
view to helping the farmers when they are affected by natura! 
calamities. 

The immediate objectives should be to achieve 
agriculture productivity—parity and price—by sensitizing 
and building consensus on farm sector growth. These can 
be made possible by implementing the following action 
points: 
> Decentralized planning and involvement of farmers in the 

Panchayat Raj institutions; 
> Market reforms by encouraging implementation of con- 

tract farming and commodity trading; 
> Legal reforms to abolish Essential Commodities Act, 

Revenue Recover Act and Tenancy Act; 
> Providing direct fertilizer subsidy to farmers, through fer- 

tilizer coupons. Public distribution subsidy through food 

coupons; 

> Stable and long-term agricultural policies to create confi- 
dence among farmers to continue in agriculture. The 
stable export policies facilitate importers to have assured 
supplies; 

> Providing tax incentive to private sector investment in 
agriculture research extension and training 


suming a bank has made 40% provision, 
it will be happy even if the borrower pays 
60%, when the loan becomes NPA.” Many 
bankers are of the view that if the govern- 
ment bears the cost of loan waiver, it will 
certainly help banks become profitable by 
“converting their distress portfolio into 
performing assets. The debt-waiver pack- 
age will have a limited impact on the com- 
mercial banks because their NPAs re- 
lated to the agricultural sector were just 
Rs 11,000 cr at the end of December 2007. 
SK Goel, Chairman and Managing Direc- 
tor, UCO Bank, recently said that the 
share of agriculture in total credit is close 
to 12-13% for the commercial banks. But 
itis as high as 70-80% for RRBs and coop- 
erative credit institutions. Hence, the de- 
fault rate is also much higher for the 
RRBs and rural credit institutions and 
they deserve a higher share in the waiver 
package than commercial. According to 
the official statistics, the greater part of 
farm loans (as much as Rs 49,000 cr) is on 
the books of RRBs and cooperative 
banks. The whole amount will be reim- 
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bursed to all banks in cash. The share of 
cooperative banks, RRBs and commer- 
cial banks will be Rs 37,000 cr, Rs 12,000 
cr and Rs 11,000 cr respectively. 

The biggest beneficiary, however, 
seems to be banks which get the opportu- 
nity to clean up their balance sheet by 
getting rid of their NPAs. Besides, as 
some experts suggest, the debt-waiver 
disregards farmers who made 
Herculean efforts to pay their dues to the 
banks in time. The move thus seems to 
penalize them while rewarding the de- 
faulters. 


Economics over politics 

Doubts are being raised about the suc- 
cessful implementation of the loan 
waiver scheme. Though the government 
initiative is not ‘a quick-fix-solution’ to 
the farmers’ debt woes, everybody ex- 
pects an improvement in the scheme, i.e., 
coverage should be extended to include 
the farmers who are outside the institu- 
tional credit sources and having holdings 
up to 10 acres. What is to be emphasized 


is guaranteeing adequate income to the 
farmers through agriculture renewal 
and productivity improvement. Real ag- 
ricultural growth mostly depends on 
state support for agriculture, proper soil 
and water management, provision of 
timely credit and subsidized seeds and 
fertilizers. The government should go for 
an individual assessment of the nature 
and cause of farmers’ distress and initia- 
tives could be taken to provide relief. A 
mere blanket write-off would not alone 
help the farmers become financially 
strong again. Worst, loan waiver will be 
demanded annually. Consequently, 
banks will face severe problems, which, 
in turn, will affect the agricultural 
growth. This will create an unhealthy 
culture of non-payment of loans that 
could put the overall growth of the 
economy at risk. The government needs 
to come out with better alternatives in 
order to revive the agriculture sector.= 


— Amit Singh Sisodiya and Siba Prasad Pothal 
Reference # 01M-2008-05-05-01 
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Subprime mortgage defaults and 
resulting credit convulsions have acceler- 
ated America’s weakening position in glo- 
bal markets. I think that you will have to 
somehow reconstruct the global architec- 
ture. 


A global philanthropist 





e collapse of the embattled and 
illiquid Bear Stearns, the fifth- 
largest US investment bank, 
marks the moment when the global fi- 
nancial crisis went critical. It looks like 
that there is no end in sight to the havoc 
as the US Federal Reserve and the Trea- 
sury Department are no closer to solving 
the mess. Today, the global financial 
system is under increasing strain and 
risks to financial stability remain immi- 
nent. The global financial crisis clearly 
reflects a combination of three factors: 
weakening balance sheets of financial 
institutions, continuous fall in asset 
prices, and the weakening global growth. 

The crisis began eight months ago in 
the US high-risk, subprime home-loan 
market and has spread into a global 
credit squeeze, dragging down world 
growth. While the US remains the focal 
point, financial institutions in other 
countries have also been affected, re- 
flecting the unreliable global financial 
conditions and weaknesses in risk man- 
agement systems and prudential su- 
pervision. 

The International Monetary Fund 
and OECD warned about the crisis and 
threatening stagflation in the financial 
system and the required measures to be 
taken to shore up investors’ confidence. 
The IMF warned that the global 
economy was being hit by a serious 
slowdown and its latest report indi- 
cated that total losses related to US 
risky loans could reach $1 tn. It pre- 
dicted dire consequences for banks and 
financial systems if financial regula- 
tors and banks did not act quickly. Al- 
ready banks and brokerage stocks fell 
across the region. The staggering tril- 
lion dollar estimate of losses, made by 
IMF in March 2008, represents roughly 
$142 per person worldwide and 4% of 
the $23.21 tn credit market. According 
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to the IMF, global banks are likely te 
shoulder about half of the losses at 
$440 bn to $510 bn. Top investment 
banks such as Goldman Sachs Group. 
Morgan Stanley and Lehman Brothers 
say illiquid assets rose in the first quar- 
ter as compared to the last quarter, 
with Goldman reporting a big jump in 
the ‘hard-to-value’ assets. 

Moreover, the financial crisis coin- 
cided with the decline of the dollar, ris- 
ing inflation and booming commodity 
prices. Jan Hatzius, Chief Economist, 
Goldman Sachs, US, says, “The real 
lending constraints may happen 
within the financial world.” But the US 
central bank paid more attention to 
the rate cuts to minimize financial 
meltdown and ignored the rising infla- 
tion concerns. The Fed has been lower- 
ing its interest rates in quick succes- 
sion and a strong fiscal stimulus pack- 
age aggregating over $160 bn has 
hardly had any impact on the crisis-led 
financial system. 


Spreading the contagion 

The impact of the US housing crisis is 
not only widespread; the turbulence it 
has created is still deepening across 
the world financial systems. The crisis 
is not limited to Europe alone, but has 
affected markets in several developing 
countries as well. China and India are 
also seeing lower housing prices after a 
period of steady increases. Economists 
expect that the housing market ripple 
effect could hurt more than just indi- 
vidual economies and could also dam- 
age the general global economic 
growth. Jaime Caruana, Director, 
IMF’s Monetary and Capital Markets 
Department, envisages, “The principle 
is that nobody is immune. Emerging 
and developing economies will be 
tested and continue to be tested by the 
spillovers of this crisis.” After witness- 
ing higher GDP growth rates, develop- 
ing countries too are showing early 
signs of a slowdown already this fiscal. 
Today, the most common problem for 
many emerging and developing econo- 
mies is to contain inflation, and ad- 
dressing the vulnerabilities remains a 
key priority. 
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INTERVIEW 


“i doubt there is any long-term solution to the present crisis—other than suffering 
what it takes to liquidate all these unsound financial instruments.” 


How do you view the current global financial crisis? 
What is the root of the preblem? 

Andrew J Sherman: The current global fi- 
nancial crisis has reached a critical point 
which needs to be reselved over the next six 
months or we will all be paying the price for 
the next decade. At its root is the pinnacle of 
a cycle where “caution was thrown to the 
wind” and everyone seemed to enjoy the 
party until it came to a rapid and uncomfort- 
able end. The global economy seems to go 
through these cycles more regularly now 
than in the past, with the two most recent 
cycles before this one being the ‘dot com’ 
crash of the late 1990s and the governance 
crisis of early 2000. 

Oskari Juurikkala: We may be witnessing one of the most 
serious financial crises in several decades, if not in the whole 
history. It has been caused by several factors: 

Complex financial derivatives: I mean especially the so 
called Over-The-Counter (OTC) credit derivatives. They cre- 
ated a massive liquidity bubble, which began to burst around 
August 2007. Since the collapse started, it seems to be im- 
possible to stop. 

These instruments apparently originated in the US in 
early 2000, but then they turned into a global gamble. Hence, 
the resulting crisis is global too. 





Andrew J Sherman 
Partner, Dickstein Shapiro 
Washington 





Derivatives as such are not the problem. 
The problem is their abuse. And that has 
been widespread, often combined with 
fraudulent practices. OTC derivatives are 
practically unregulated, and the accounting 
rules relating to these instruments are woe- 
fully inadequate. These factors encouraged 
a gamble with unsound valuation models 
and fraudulent trades. ‘ 

Expansionary monetary policies: 
Here the US took the lead again. Derivatives 
would not have been such a problem had they 
not been combined with expansionary mon- 
etary policies of central banks. These encour- 
aged the creation of a global liquidity boom 
that is unsustainable in the long-term. 

Central banks were partly able to do this, because tradi- 
tional inflation accounting has been modified. In order to 
make CPI figures seem more rosy than reality, public bodies 
responsible for inflation accounting began to create new mod- 
els, so that one can say “CPI is not what it used to be.” The US 
government had an additional reason to do so, because their 
growing social security budget could be reduced by diminish- 
ing the effect of inflation indexing. 

Greed and herd-mentality: None of the above alone 
would have created a problem of this magnitude. They were 
coupled by a moral environment infested with greed and self- 


There are pockets of vulnerabilities 
that are causing panic in the global fi- 
nancial system. However, the global 
spillovers could test the resilience 
through three main channels, as sug- 
gested by Caruana. These include the 
general re-pricing of credit risk that 
would increase the cost of external fi- 
nancing and reduced availability of 
funding to emerging markets. Following 
this, the cross-border interbank funding 
could recede, owing to pressures on 
banks in mature markets; and, if 
growth slows in emerging markets, in- 
vestment flows could be retrenched, 
promoting corrections in equity valua- 
tions and increased potential for cur- 
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rency volatility. It all depends on the 
emerging and developing economies’ 
improved policies, stronger balance 
sheets, as well as better macroeconomic 
conditions. 


Paying attention to asset prices 

Global policy makers and the world’s 
central banks have taken several posi- 
tive steps since August 2007 to restore 
investor confidence. Despite this, banks 
in the US, Britain and Germany could 
not escape multibillion dollar banking 
casualties. Besides, the recent propos- 
als of Henry Paulson, US Treasury Sec- 
retary, for broad market reforms in- 
clude doing away with the SEC and in- 


creasing the powers of the Federal Re- 
serve. But, there is a mixed reaction 
about granting new regulatory powers 
to the Federal Reserve. 

The IMF has urged that monetary 
policy be the first line of defense in in- 
dustrialized countries. And the major 
central banks have been providing li- 
quidity and easing monetary policies 
while keeping inflationary expectations 
under check. Banks follow a business 
model, where they borrow short anc 
lend long. Martin Wolff, a leading 
economist, says, “Provided the Federa 
Reserve sets the cost of short-term 
money below the return on long-tern 
loans, as it has for much of the past tw 
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Global Financial Crisis 





_ish incentive packages. The herd-mentality of present-day fi- 
‘nancial markets also supported the gamble with their un- 
‘sound financial instruments. 






How serious are the real consequences of the financial market crisis? 
Do you think that almost all countries will be affected by this crisis? 

Andrew J Sherman: The consequences of the current crisis 
are quite serious yet relatively limited in terms of direct im- 
pact on the US and parts of Europe. As a matter of fact, even 
the Canadian economy, which typically closely tracks the US 
economy, is navigating through this crisis due 
to Canada’s rich natural resources in a much 
stronger fashion. Many of the developing 
economies such as India and China will only 
indirectly feel the effects of this crisis as busi- 
ness and consumer spending slows down con- 


siderably in the US. 
Oskari Juurikkala: The real consequences 
will certainly be serious. The main problem 


is the rapid loss of liquidity (credit). This 
will put companies in a difficult situation 
even when their main business a basically 
fine. Households will also suffer. 

The scariest part is that these OTC 
credit derivatives have been tied to various 
_ classes of credits: including household con- 
sumer credit, credit card debt, and business loans. So far, we 
have been talking about mortgage-related derivatives and 
their meltdown, but as someone famously said: “You ain’t 
seen nothin’ yet.” 

The consequences will vary from country to country. In some 
countries, we are yet to witness a large-scale housing market 
collapse and a consequent credit derivative crisis. England, Ire- 
land and Spain are among clear targets in Europe. 

Other countries may be safer, especially if they are less 
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How far will the fiscal stimulus package and Fed rate cuts contain the 
global financial crisis? Is there any global answer for the present finan- 
cial crisis? 

Andrew J Sherman: The current stimulus package and 
Federal Reserve rate cuts will have a positive but only an 
incremental effect on the financial weakness in the US and is 
not likely to have much of an impact on the global economy. 
My current view is that the current crisis is relatively confined 
to the US and therefore the search for a global answer is not 
currently as relevant as the need for a domestic solution. 
Oskari Juurikkala: It seems to me that 
‘containment’ is a bluff. I doubt there is any 
long-term solution to the present crisis— 
other than suffering what it takes to liqui- 
date all these unsound financial instru- 
ments. They will, however, try to save major 
banks by printing money out of thin air. 

I think countries would do wisely to steer 
towards greater financial and economic in- 
dependence, and to avoid the covert rule of 
IMF and similar instruments of the global 
financial elite. Unsound monetary systems 
have created enough suffering already. 





Research Fellow and Consultant, 
Institute of Economic Affairs, UK 


What lessons can we draw about the state of risk 
management from the crisis on Wall Street? Do you 
subscribe to the notion that financial innovation has increased the 
opaqueness of the financial market? 

Andrew J Sherman: In the ongoing battle between fear and 
greed, greed has lost out in the last six months, and improved 
controls and risk mitigation policies need to be put in place on 
Wall Street. The only question that remains is who will be 
accountable and responsible for developing a better set of so- 
lutions—it will either be federal and state regulators or the 
industry must take the initiative. I have been involved in the 


~ dependent on foreign credit, investments and trade. recent founding of the Coalition for Mortgage Industry Solu- 


decades, banks can hardly fail to make 
money.” Meanwhile, the shrinking 
bank capital could lead to less lending 
and further fall in asset prices. Thus, 
central banks must continue to pay 
more attention to asset prices in future. 

The emerging economies should 
support policies to strengthen their do- 
mestic demand, including greater ex- 
change rate flexibility to play a more 
dynamic role in global growth. Asian 
economies have a huge backlog to 
make up in basic infrastructure, which 
4 can be a powerful instrument of stimu- 
lating demand in Asia. Ramgopal 
Agarwala, Senior Consultant, Re- 
search and Information System (RIS) 


| Chartered Financial Analyst | 


for Developing Countries, suggests, 
“Like any other economy with a large 
current account deficit, the US must de- 
preciate its currency, perhaps by 
30-40% to promote exports and restrain 
imports. A quick and drastic devalua- 
tion will reduce the risk of further de- 
preciation in the dollar and restore con- 
fidence in the dollar.” In fact, a con- 
certed and steady appreciation of Asian 
currencies in relation to the US dollar is 
desirable. The US and the Asian gov- 
ernments could promote such an ex- 
change rate policy in Asia. 


Worst yet to come? 


The debate on US economic recession is 


over. Today, the focus is on how deep 
and long that recession will be. If the 
recovery could take longer, it will affect 
the global financial markets adversely. 
Pessimists have started to say that 
this is, perhaps, “The Big One’, by which 
they mean the onset of a New Great De- 
pression; similar sentiments were ex- 
pressed by the economists at HSBC 
that there has been a ‘catastrophic 
breakdown’ of trust. But when that had 
happened in the past—in the US in the 
1930s and in Japan in the 1990s— 
chucking extra money at the banks in 
the hope that they will start lending 
again proves ineffective. Joseph 
Stiglitz, former Chief Economist, World 


| May 2008 | 27 


Cover Story 


tions (CMIS), which will be a cross-industry forum to explore 
self-regulatory and innovative solutions to the current mort- 
gage lending and related financial crisis. 

Oskari Juurikkala: ‘Innovation’ can mean a number of 
things. If it is sound, itis good. The problem in recent years (or 
perhaps recent decades) is that major banks have sought to 
avoic regulatory rules by creating new instruments, which 
enable them to hide risks. The lack of regulation of these new 
derivative instruments has been appalling, partly because 
the banks themselves have captured the regulatory bodies 
and stifled attempts to bring in sound rules. 

There are many lessons that can be learnt, but perhaps 
these are the main ones: 

Regulate activities that are genuinely risky for the eco- 
nomic system. OTC derivatives have been dangerously under- 
regulated for vears, and all industry insiders know this. Many 
books and articles have been written about it much before the 
current crisis. The crisis was no surprise; it was fully foreseen 
by those in the know. 

At the same time. cut the regulatory red-tape that only 
serves the interests of the biggest banks and lawyers. Banks 
encouraged this overregulation because it creates barriers to 


Stop central bank manipulation of money. Return { 
sound monetary principles. Abolish fractional-reserve ban] 
ing, which is legally unsound and economically unstable. 


Do you think that current global financial markets crisis will last longe 
than has been anticipated so far? How do you see this evolving in 2008 
Andrew J Sherman: In my view, if 2008 is a year focused o; 
solutions then we should start enjoying the benefits of a re 
covery in early 2009, but the recovery is not likely to be rapi 
given the size of the problem. It may very well be a slowe 
recovery that extends into 2010; however, the pace of the re 
covery is likely to correlate to the strength and effectiveness o 
the solutions. In other words, if we are too quick to put a banc 
aid on a cancer then the long-term problem is not likely to be 
solved. 
Oskari Juurikkala: I do not see any improvements in the 
short-term. We are still in the first stage of a vicious circle, 
which is slowly unfolding before our eyes. | 
Actually, it is unfolding faster than I or many others ex- 
pected. It is, therefore, most difficult to make predictions 
about timing. I see the credit crisis spreading globally all 
through 2008 and into 2009. The dollar will continue to 


entry. 


Bank, believes, “The current financial 
crisis is worse than the Great Depres- 
sion of 1929 and that the consequences 
of the subprime mortgages are just be- 
ginning to be felt.” 

The US-led financial crisis will end 
once house prices stop falling and banks 
stop racking up huge losses on their 
loans. Experts say the crisis will only 
end when the US government inter- 
venes directly in the real estate market 
to end the wave of foreclosures. Accord- 










Slowing Economies 
Growth in advanced economies is being 
mest affected by financial turbulence 
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weaken. Inflation will rise. Gold will shoot higher. 


ing to them, it is ideologically ill- 
equipped to take that step and, as a re- 
sult, property prices will fall and the fi- 
nancial meltdown will go on and on. 


Need for a global answer 

As the financial crisis in US grows, 
policy makers are proposing a variety of 
solutions. However, IMF Chief Domin- 
ique Strauss-Kahn warns, “The finan- 
cial crisis which started in the US is 
more serious and more global than it 










Resilient Economies 
Growth in emerging and developing 
economies is slowing, but it is 

still above trend 
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was a few weeks ago. The risks and dan- 
gers are very high. The economic envi- 
ronment is still worsening.” He opines 
that the current crisis will require a glo- 
bal answer. Therefore, the entire global 
system requires a thorough review and 
overhaul of financial oversight and 
regulatory mechanisms. George Soros 
opines, “There is something rotten in 
the state of the global financial system, » 
and the very foundation of that system 
is the problem.” The modern financial 
system, which has its origins in the 
1980s, requires a paradigm shift and a 
new emphasis on regulation and gov- 
ernment responsibility and is the root 
of today’s market chaos as proposed by 
Soros. 

Consequently, the global financial 
system needs an ‘integrated and global’ 
approach instead of a segmented, par- 
tial and national one. Besides, greater 
disclosure, more oversight and im- 
proved risk management by the world’s 
banks and financial institutions are the 
need of the hour to cure the global finan- 
cial contagion.» ` 


- N Janardhan Rao with Inputs from V Ratna 
Ser 


Reference # 01M-2008-05-06-01 


| Chartered Financial Analvst | 


S. CHAND: 7 Decades of Educational Publishing Leadership 





INTRODUCTION 


Presenting the thoroughly revised & updated 8th edition 


With New Accounting Treatment of Goodwill in Partnership. 
Revised by Dr. S. C. Gupta, Retd. Reader, Deptt. of Commerce, Hans Raj College, D.U., Delhi 


A fresh look and serial numbering of all illustrations and exercises. 
New treatment of Goodwill in chapter 12. 


TO . 
ACCOUNTANCY | Addition of new legal provisions and concepts like Buy-Back of Shares in chapter/13, 


Revision of portion of Amalgamation in chapter 19. 

Latest features of bank accounts in chapter 21 as per the current requirements 
(revision of formats of Balance Sheet and Profit and Loss Account) 

Revision of Accounts of Insurance Companies as per the latest provisions. 


Í T.S. GREWAL a Preparation of Cash flow statements (as per the new provisions) which have been 


g S.C. GUPTA 





= TULSIAN’S 
r a f Fe 


7 
- SEE 


git 





LOGISTICS 
MANAGEMENT 


DEFINITIONS, DIMENSIONS AND 
FUNCTIONAL APPLICATIONS 





Code:07440 


A 
aa 


S. CHAND 
empowering minds 


instrumental while revising chapter 24. 


These shall make the book a true guide to be welcomed by the students and tea@hers 
(of accounting) alike. 


STAT FREE SIX 


S | GMA 


BUSINESS 
INNOVATION 


a" 
tia ® 
6) 

"d kö 


BUSINESS 
STATISTICS | 


gl Aa aok > 
| | : ; 
„ll i 3 y Ñ 
SVU RW NEY © Sphinn’ 
1i E; Jg 
| rs ) be 
d 
A 





St eee eae 


S. CHAND S. CHAND 





Code:07458 Code:07450 Code:07452 Code:07442 


A TEXTBOOK OF 


COMPANY 
LAW 


A Textbook of 


$ 
LS 


e 
34 igi ma cc 
DUSINCSS 
Ai 6 ,9% 

Staticticc 
» talls LICS 


aa Environmental 
LAW Accounting 


(COMMERGIAL LAW) 


A 


y 9 
S. CHAN Osa 


ngasi 
Ky 
Dy 





Code:07328 Code:07175 Code:07390 Code:07A391 


S. CHAND & COMPANY LTD. 


7361, Ram Nagar, Qutab Road, New Delhi-110055, Ph: +91-11-23672080-81-82, Mb: 9899107446, 9911310888 
Fax: +91-11-23677446; e-mail: info@schandgroup.com 


Our Network : Ahmedabad Ph: 079-27541965. 27542369, Bangalore Ph: 080-22268048, 22354008, Bhopal Ph: 0755-4274723, Chandigarh Ph: 0172- 
2725443, 2725446, Chennai Ph: 044-28460026, Cuttack Ph: 0671-2332580-81. Dehradun Ph: 0135-2740889, 2740861, Guwahati Ph: 0361-2738811 . 
Hyderabad Ph: 040-24744815, 24651135, Jaipur Ph:0141-2719126, 2719117, Jalandhar Ph: 0181-2401630,5000630, Kochi Ph: 0484-2381740. 
2378207, Kolkata Ph: 033-22367459, Lucknow Ph: 0522-2626801. 2284815, Mumbai Ph: 022-22690881, 65102804. Nagpur Ph: 0712-2777666, 
2720523, Patna Ph: 0612-2300489, 2302100, Pune Ph: 020-64017298. Ranchi Ph: 0651-2208761, (M) 9430246440, Raipur Mb.: 9981200834 


www.schandgroup.com 


E COVER STORY:INTERVIEW 


| May 2008 | 


U APENN a are AOE ir 


Th fore sor a i, 
the form: of increased ee i More hucnt is. 
“needed and’ should) be, ae Ha any) hew, 


j ij 
iay — Dr Robert A Fisentieis’ 
Chief sian Ecomare Qaro enda a. y rs , 


Vid 


i i 

am Sii ti 
~ + > hang, 
Tee. 


A personal servige, money mé nagonan iph fieadquarte ‘agg Jersey, US 


| ope Hai: Analyst | | 


> 





Cover Story: Interview 


Sg le le iisa ria 


What do you think of Treasury Secretary Henry 

4 Paulson’s proposals to streamline the over- 
Sight of the US financial system? 
The report has short, intermediate and 
longer term recommendations. The 
three short-term recommendations are 
clearly directed toward the immediate 
turmoil in financial markets and in- 
clude: a) expanding of the President’s 
Working Group (PWG) to coordinate 
regulatory policy; b) increasing regula- 
tion and oversight of mortgage origina- 
tions; and c) institutionalizing and 
regulating the expansion of the Federal 
Reserve’s Discount Window access to 
non-depository institutions. 

Expanding the PWG is a bad idea 

for several reasons. First, it isn’t clear 
what policies the group would coordi- 
nate. Second, the claim that the group 
has worked well since its inception in 
1987 is at best self-serving, since it isn’t 
clear what impact the group ever had on 
policies, given that it has been in exist- 
ence for some 20 years. Third, Treasury 
should not be involved in the coordina- 
tion of regulatory and prudential policy, 
which should be left to independent 
agencies. Fourth, creating new agen- 
cies, which tend to perpetuate them- 
selves when the long-run objective (at 
least as articulated in the report) is to 
streamline and simplify regulatory 
structure, introduces an unnecessary 

complication and potential barrier to 

“further reform. Once created, it is 
nearly impossible to eliminate an 
agency or commission if it has perma- 
nent funding. Fifth, diverting the time 
and attention of agency heads from 
their main mission is likely to be costly 
to that mission and may not pass a cost 
benefit analysis. 

Given the alleged problems in the 
origination of subprime mortgages, the 
Treasury proposes creating a new regu- 
latory commission, in addition to the 50 
states and three federal agencies (the 
Federal Reserve, the FCC and OTS) al- 
ready involved in mortgage origination 
oversight that would develop uniform 
licensing and standards for state mort- 
gage participants, including personal 
conduct and educational and other 
qualifications, and it would be charged 
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with monitoring the adequacy of each 
state’s systems. As far as setting uni- 
form licensing and other standards, 
Congress could simply draft a model 
statute, similar to the Uniform Securi- 
ties Act, governing investment advisors 
and securities issuance. This might be 
a more direct, less costly and less bur- 
densome way of addressing the prob- 


The intermediate-term recommen- 
dations in the Paulson report are sub- 
stantially more ambitious and poten- 
tially much more controversial than its 
short-term recommendations. These 
include: a) elimination of both the Office 
of Thrift Supervision and thrift charter 
by converting federally chartered thrifts 
to national banks; b) simplification of 


The newest, most interesting and far-reaching 
proposal is the one that would expand the Federal 
Reserve’s responsibilities. 


lems in one segment of the financial ser- 
vices industry than creating a whole 
new regulatory apparatus. Note too, 
however, that the Treasury proposal 
would do little to address the problems 
that have arisen because borrowers 
simply didn’t understand the terms or 
risks of some of the contracts into which 
they were entering. 

The last short-term recommenda- 
tion concerns the need to revisit and en- 
hance the expansion of the Federal 
Reserve's provision of emergency access 
to the discount window to non-deposi- 
tory institutions and to ensure that the 
terms under which that access is 
granted is transparent. Treasury also 
suggests that the PWG should consider 
a broad array of regulatory issues asso- 
ciated with providing that access to 
non-depository institutions. This rec- 
ommendation seems to be suggesting 
that the emergency provisions under ex- 
isting law are inadequate and that the 
Federal Reserve lacked access to infor- 
mation that may or may not have ex- 
isted. As of yet, we don’t know whether 
this is a fact or not. Beyond this, it 
should be the Federal Reserve’s respon- 
sibility to identify and raise any issue 
that it has encountered, based upon a 
post mortem of its experience, and go to 
Congress with suggestions for any 
needed change in law. It is not clear 
what the PWG might bring to the table 
on this issue or why it should have the 
responsibility to conduct the review. 


the federal supervision of state char- 
tered banks by giving sole authority to 
either the Federal Reserve or the FDIC: 
c) creation of a federal charter for all 
systemically important payments and 
settlement systems and placing over- 
sight responsibilities with the Federal 
Reserve; d) rationalization of the regu- 
lation of the insurance industry by cre- 
ating a federal charter option for insur- 
ance companies to be administered by a 
new agency—the Office of National In- 
surance within the Treasury (parallel- 
ing the Office of the Comptroller of the 
Currency); and e) merging the CFTC 
and SEC so as to rationalize the regula- 
tion and oversight of both the futures 
and securities markets and also estab- 
lish a self-regulatory regime for invest- 
ment advisors similar to that for bro- 
ker-dealers. 

Clearly, as the Treasury has recog- 
nized in its report, elimination of the 
thrift charter, changing the supervisory 
structure for state chartered banks, 
modifying the McCarran-Ferguson Act 
treatment of insurance, and merging 
the futures and securities regulators 
are all controversial. None of these are 
new recommendations. They have been 
proposed before and have experienced 
significant industry resistance, so they 
don’t warrant further comment here. 

The newest, most interesting and 
far-reaching proposal is the one that 
would expand the Federal Reserve’s re- 
sponsibilities for major clearing and 


| May 2008 | 31 


Cover Story: Interview 





Financial Regulation — In a Nutshell 


A summary reaction to the set of proposals is that they focus mainly on reshuf- 
fling of responsibilities without any consideration of efficiency or incentives. In 
short, the proposals suggest a lack of full understanding of the importance of 
some critical issues. For example, many of the problems that have arisen sur- 
rounding the resolution of Bear Stearns arose because BS wasn’t a bank and 
therefore was not subject to either Prompt Correction Action provisions and 
procedures of the Federal Deposit Insurance Corporation Improvement Act of 
1991 or the expedited closure rules ineorporated in the special bankruptcy proce- 
dures that apply to banks. Resolving this issue is more important than even 
looking at who exercises the authority. Similarly, the discussion of changes in 
the structure of deposit insurance fails te consider the fact that the current 
system is now a mutual deposit insurance system that has an ex post first claim 
on the resources of surviving covered institutions as a backstop should the fund 
become depleted. Being sure that the incentives of the insurer are aligned with 
the interests of those for whom they are acting as agents is an important reform 
issue. Additionally, many of the problems that the recent turmoil has exposed 
suggest difficulties in governance and in the accounting conventions that dictate 
what, when and how information is disclosed and presented to investors and 


other creditors 


settlement systems for payments as 
well as securities and other financial 
instruments. At present, the Federal 
Reserve is only responsible for its por- 
tion of the check clearing and settle- 
ment system, the large dollar payments 
system as part of Fed Wire and the re- 
lated securities transfer system. But 
the proposal might be construed as cow- 
ering the major clearing houses, foreign 
exchange settlement systems, the 
clearing and settlement systems for fu- 
tures and options as well as equities, 
debt securities, credit cards and ATM 
networks. The list is long and deep, and 
probably everyone has another that 
could be added to the list. 

The long-term recommendations of 
the Paulson report purports to be based 
upon a model of “optimal regulatory 
framework.” But since there is no ac- 
cepted model for an optimal regulatory 
framework in the finance or economics 
literature, or elsewhere. what is consid- 
ered optional is most likely in the “eye 


of the proposer.” The assertion of 


optimality is how one legitimizes a set 
of recommendations. 

The framework envisions a three 
part regulatory regime for financial in- 
stitutions in which there is a separate 
regulator focusing on financial stability 
(the Federal Reserve), a prudential su- 
pervisory for institutions with govern- 


32 | May 2008 | 





ment guarantees, and a business con- 
duct regulator. In addition, there would 
be two other regulators focusing on the 
deposit guarantee function and a corpo- 
rate finance regulator. While a lot of 
time in the summary is spent on de- 
scribing the scope and potential issues 
that might be the prevue of each of these 
entities and how they might relate to 
the industries they are involved with, 
the report is short on discussion of why 
this structure is optimal, and of more 
concern is the unsupported assertion 
that this structure would be more re- 
sponsive to change or to either industry 
needs or consumer concerns than the 
current structure. In scope, for example, 
much of what is recommended tends to 
mirror the division of responsibility in 
the UK, which has not distinguished it- 
self in the current crisis. So, even the 
most current evidence leads one to be 
skeptical that the proposals are serious 
or merit much attention. In fact, there 
has been much in the way of analysis 
and study of what the key regulatory re- 
form issues are, and none of this seems 
to be reflected in the discussion. 


The plan was sharply criticized by state regu- 
lators as being biased towards the largest fi- 
nancial institutions and adds up to more 
choices for Wall Street and less for consum- 
ers. What solutions do the new regulations 


provide to the distressed homeowners facing 
foreclosures? 


There is a clear difference between gov- — 


ernment setting the rules and minimal 
informational requirements to ensure 
that consumers can make informed bor- 
rowing decisions. The current rules in 
both Truth-in-Lending and the Home 
Mortgage Disclosure Act are deficient 
and come too late in the application and 
approval process. Some are calling for a 
bailout by taxpayers. If this is done, 
then it should be targeted towards low 
income individuals. 


Do you agree with the critics who call the new 
proposed regulation as too little, too late and 
that it does not address the current crisis? 
There is always a problem of an over- 
reaction that takes the form of in- 
creased regulation. More thought is 
needed and should be given before any 
new regulations are adopted. The 
Paulson plans should not be enacted in 
any shape or form. 


Conservatives see risk in greater regulatory au- 
thority, arguing that it will hamper US competi- 
tiveness and the global investment banking in- 
dustry would be driven offshore, where it could 
continue to operate in peace. Please comment. 
One needs to balance the need for free 
and flexible markets against the basic 
rules under which transactions can take 
place. What is needed is a well-function- 
ing Prompt Corrective Action provision. 
Also, we need to recognize that whatever 
changes take place must be designed to 
function well in a global market place. 


How difficult is it to implement the new finan- 
cial regulation? 

The regulations and proposals don't 
have any reasonable political life. The 
report glosses over the practical politi- 
cal issues of how one gets from here to 
there. Most reform proposals fail be- 
cause they don’t address the issue of 
how to overcome the self-interests of 
both the regulated and regulatory agen- 
cies to move to a better and “more opti- 
mal regime.” This report is no excep- 
tion and will suffer the same fate.m= 


Interview conducted by 
N Janardhan Rao and PS Sarath Chandra 
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sight of the incial system’ 
M think Henry Paulson’s proposal is a very 
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important step. It looks at the substance 
of the financial markets in the United 
States and then tries to superimpose a 
regulatory structure, without being preju- 
diced by the present regulatory structure. 
It recognizes the importance of safety and 
soundness principles and prudential 
regulation in light of the stresses that the 
US financial system has seen since Au- 
gust 2007. In short, I think the proposal is 
farsighted and will certainly stimulate 
the debate over where we should go with 
our system, knowing that it is permis- 
sible to go way beyond our present frag- 
mented regulatory system. 


The plan was sharply criticized by state requ 
lators as beina biase 


nancial institutions 
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I do not agree about the premise that 
there is a bias toward large financial in- 
stitutions. There is a bias towards 
safety and soundness and prudential 
regulation, and there is a whole section 
regarding mortgage origination. I think 
the proposal is very balanced in that it 
has an entire new regulatory 
structure aimed at customer protection, 
and with respect to foreclosures, it has a 
section dealing with issues concerning 
mortgage origination. With respect to 
safety and soundness, I think it is fair 
to say that if the financial system is not 
safe and sound, it is ultimately not only 
the homeowner, but also the American 
consumer who will pay a price, since the 
financial infrastructure is critical to the 
US economy. 


that it does not address the current crisis 
The argument about the new proposed 
regulation as too little, too late and it does 
not address the current crisis is not cor- 
rect. In fact, I don’t believe that the pro- 
posal was meant simply to be reactive to 
the current crisis because the thought 
process regarding the proposal occurred 
well before there was any crisis at all. The 
proposal was meant to look at 
the financial infrastructure of the 
United States and see how we could 
improve it given that most of that infra- 
structure grew up in the 1930’s and we 
have certainly come a long way since 
then. Because of globalization and new 
types of business, that infrastructure 
has become woefully inadequate, and a 
new way of thinking was called for. In 
that connection, Secretary Paulson is to 
be commended for moving forward and 
starting the kind of dialogue that is rep- 
resented in his publication. 
Conservatives see risk in greater regulatory 
authority, arguing that it will hamper US com- 
petitiveness and the g 
comment 

I do not see the proposal as necessarily 
meaning “greater” regulatory authority, 
but rather much more substantive and 
efficient regulatory authority. I do not 
believe that Secretary Paulson was try- 
ing to simply add more rules to the 
rulebook, but rather he was trying to 
look at the regulatory structure and say, 
“Where can we make it more efficient. 
and where can we prune it to avoid un- 
necessary duplication?” In some areas 
there will, indeed, be more regulation 
and in other areas there will be less be- 
cause there will be fewer agencies that 
overlap. I don’t think the topic is simply 
more or less regulation, but rather what 
is the appropriate regulation for the US 
financial system operating in a global 
financial world.s 


Interview conducted by 
N Janardhan Rao and PS Sarath Chandra 
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Specter of a Slowdown 








Singapore, the city-nation, is facing the prospects of a slowdown that could 
derail the strong growth momentum witnessed during the last four years since 


2003. 





arely half-a-decade after 

Singapore seemed to be re- 

gaining its lost economic prow- 
ess that earned it the title “Asian Ti- 
ger” —an honor it shared with the other 
three East Asian giants namely, Ma- 
laysia, Thailand and Hong Kong, before 
the Asian financial crisis of 1997 hit 
them badly—the island nation is once 
again facing the specter of a slowdown. 
“We see it coming off. We had 7.5% last 
year; this year we forecast somewhere 
between 4.5-6.5%. Obviously, there is 
some uncertainty because we don't 
know how the US economy will perform, 
and it will affect us,” said Lee Hsien 
Loong, Singapore’s Prime Minister, in a 
veiled warning. 
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Loong’s warning is reminiscent of 
the tough days in the wake of the world- 
wide economic recession and the tech 
meltdown during the early 2000, which 
saw it face its worst recession since the 
1960s as the GDP fell from a high of 
10% (its highest ever) to a negative 2% 
in 2001. That prompted the then Prime 
Minister Goh Chok Tong to issue a 
warning that the city-nation needed 
‘surgery, in a reference to a restructur- 
ing that was required so as to meet the 
recessionary challenges and a new chal- 
lenge in the form of China, which had 
just joined the WTO. 

The Singapore government has low- 
ered its 2008 growth forecast to 4-6%, 
after having grown at 6-8% since 2003; 


the economy witnessed a robust growth 
of 7.7% in 2007, though it witnessed its 
first ever contraction in the fourth quar- 
ter since 2003. The slowdown fears are 
attributed to weak manufacturing data 
in key sectors such as electronic goods 
and pharmaceuticals, especially bio- 
medical, besides the likelihood of a 
stronger than expected inflation. 
According to the government data, 
the country’s consumer price inflation 


jumped to 4.1% in the fourth quarter 


from a year ago, as all categories saw 
price increases, among which 
healthcare registered the largest gain. 
And the government has warned that 
the economy may witness its worst in- 
flation, which is expected to reach 4.5- 
5%, the highest in the last 25 years. 
The government fears that the island 
nation’s economy, which is predomi- 
nantly export-driven, may be in for a 
serious trouble, if the US, Singapore’s 
biggest trading partner, slips into a re- 
cession. 

A prolonged US recession would 
likely have a spillover impact on its 
‘sentiment-sensitive’ sectors such as 
electronics and financial services. This 
would also deal a severe blow to the 
city-nation’s aspiration of becoming a 
regional hub for wealth management; it 
has drawn several top institutions to 
establish a regional center on the is- 
land. 


Uniquely Singapore 

Singapore, the vibrant financial center 
of South-East Asia, symbolizes the free 
market economy, which over the years 
has successfully transformed itself 
from being a third world economy to one 
of the world’s richest economies today 
Growing demand for electronics, phar- 
maceuticals, other manufactured goods 
and financial services from developec 
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“The weakness in Q4 Singapore manufacturing was somewhat out of line with con- 
tinued export-driven strength in production through year-end 2007 in many Asian 


economies.” 


Singapore's economy is facing a slowdown, end- 
ing the longest expansion since 1991, after the 
manufacturing industry had its worst performance 
in four-and-a-half years. Please comment. 
Alvin Liew: The manufacturing industry's 
importance to Singapore’s development is 
undeniable, and the proof lies in the fig- 
ures. Manufacturing accounted for 27% of 
GDP and 22% of its employment. 
Singapore’s lackluster manufacturing per- 
formance in 2007 took some of the sparkle 
off an otherwise robust year for Singapore. 
Indeed, the weaker manufacturing perfor- 
mance, which grew by just 0.2% y/y, was re- 
sponsible for the weaker-than-expected 
5.4% y/y GDP growth rate in Q4-07 and 
could point to softer economic activity in 
the next few quarters. 

In 2007, manufacturing output grew at 5.8 %, half the 
annual pace in 2006, pulled down by the slump in biomedi- 
cal manufacturing in Q4. The slowdown reflected largely a 
sharp decline in biomedical manufacturing, which saw the 
relocation of some disk-drive production to lower-cost loca- 


tions, dragging down the 2007 manufacturing production 


figures altogether. Going forward, however, manufacturing 
output will be more reliant on the trajectory of global de- 
mand which will risk seeing further downside given the un- 
certain external backdrop. Nevertheless, Singapore started 
off from a strong position to weather a slowdown in the glo- 
bal growth momentum. Even if we see a technical recession 





Alvin Liew 
Economist, SE Asia, Global 
Research, Standard Chartered Bank 
Singapore 





from the US, it’s very likely that Singapore 
may have enough domestic stimulation to 
partially offset weaker external demand, 
given the openness of its economy. 


David Cohen: Singapore experienced a 
-1.2% q/q SA contraction in GDP during Q4, 
interrupting 4% years of strong expansion, 
but still leaving a robust 7.7% y/y annual 
growth during 2007. The slowdown during 
Q4 primarily reflected a drag from a 
downtick of -6.9% q/q SA in manufacturing, 
leaving it narrowing to annual 5.8% y/y dur- 
ing 2007 from 11.9% in 2006. 

Curiously, the weakness in Q4 
Singapore manufacturing was somewhat 
out of line with continued export-driven 
strength in production through year-end 2007 in many 
Asian economies, suggesting that the downtick was some- 
thing of an aberration, reflecting a correction after growth 
had gotten ahead of itself earlier last year. This is consis- 
tent with the fact that the q/q contraction in manufacturing 
was concentrated in the pharmaceutical sector, where out- 
put is notoriously volatile month-to-month, resulting more 
from discontinuities in production schedules, rather than 
swings in demand. Singapore has targeted expansion of 
the biomedical industry, successfully attracting a growing 
presence of global pharmaceutical firms, and the dip in Q4 
can be viewed as a temporary interruption to long-run 
growth, 


markets such as the US, Japan and EU 
and other emerging economies such as 
India acted as a major stimulus to the 
city-nation’s economy, which is also re- 
ferred to as the entrepôt (i.e., a commer- 
cial center for import and export, and for 
collection and distribution, as defined 

_ by Oxford Dictionary), given its unique 
A geographical location. The corruption- 
free and transparent government, mac- 
roeconomic policies and continued 
structural reforms helped the country to 
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have one of the highest per capita GDP 
(17 rank) in the world. 

The island nation has also success- 
fully attracted investments from more 
than 7,000 multinational corporations 
from different countries. Manufacturing 
and service sectors, which contribute 
26.9% and 63.2% respectively to the 
country’s GDP, are the major growth 
drivers for the economy. The success 
story of the economy lies in its pro-busi- 
ness, pro-foreign investment and export- 


oriented economic policy framework. The 
economy has grown at a very fast and 
steady pace with an average of 6.6% dur- 
ing the last four years since 2003. 


Manufacturing: 

Slowdown sets in 

The island’s economic growth is largely 
dependent on the export of manufac- 
tured hi-tech electronics goods, phar- 
maceuticals and oilrigs; though other 
sectors like tourism, financial services 
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Manufacturers in Singapore and across Asia are facing decreased 
demand for their products amidst signs of recession of the US, the 
region's largest export market. Being a trade-driven economy, how is 
Singapore economy planning to tace the US economic recession? 
Alvin Liew: The last time the US economy stagnated, in 
2001, Singapore’s economy went into a recession. However, 
we believe that resilient domestic demand, driven by the 
construction sector boom, ample liquidity, and a more diver- 
sified economy will help the city-state avoid repeating this 
experience in 2008. The two-tier economy of “hot inside, cold 
outside” will keep economic growth in posi- 
tive, although weaker territory. 

David Cohen: The economy of the tiny city- 
state of Singapore is particularly depen- 
dent upon trade with the rest of the world, 
and has enjoyed robust growth over the 
past four years against the backdrop of the 
strongest stretch of growth in the global 
economy in several decades. There is wide- 
spread fear that the global economy will 
now be dragged down by a potential reces- 
sion in the US. Though it remains unclear 
whether the US can skirt a recession and experience a ‘soft 
landing’, it is already experiencing a slowdown in growth 
that is likely to translate into slower global growth, includ- 
ing many export-driven Asian economies. Despite wide- 
spread nervousness about the prospects for 2008, many re- 
gional economies such as Singapore enjoyed considerable 
momentum entering the new year, and even with antici- 
pated moderation from 2007, should still manage respect- 
able growth in 2008— Singapore projected at 5.0% annual 
growth. 


The softening US economy and the volatility in global markets mean 
the external environment will be tougher this year for Singapore than 
it was in 2007. As Singapore’s wealth comes from the financial sector, 
how do you view the impact of the ongoing turmoil in global financial 
markets on Singapore economy? 

Alvin Liew: The financial sector is an important part of 


David Cohen 


Director of Asian Economic 
Forecasting for Action Economics 





Singapore’s economy, and it currently contributes to around 
11% of Singapore’s GDP and provides jobs to 5% of the 
workforce. The local financial sector had proven resilient in 
the face of a series of economic shocks and asset price de- 
clines in the last decade, and in recent years, it has carved 
out successful niche markets including wealth management 
and hedge funds. Facing a tough external environment in 
2008, the financial position of the banks in Singapore re- 
mains sound and well-capitalized despite the ongoing tur- 
moil in global financial markets. Singapore’s strong funda- 
mentals, including its healthy fiscal and 
external current account surplus position, 
high savings rate, ample reserves, stable 
SGD and high standard of regulation and 
supervision for domestic financial institu- 
tions, should help it mitigate some of the 
negative impacts from the ongoing turmoil j 
in the global financial markets and allow 
foreign investors to remain confident about 
Singapore’s long-term prospects as an in- 
vestment destination. 

David Cohen: Like other global financial 
centers, Singapore’s financial service sector is likely to feel 
the pinch from the turmoil that has characterized financial 
markets since mid-2007. Though less exposed to losses from 
subprime mortgages-backed debt than money center banks 
in the US and Europe, banks in Asia are taking some write- 
downs on subprime-related assets. Asian stock markets, in- 
cluding Singapore, have not been immune to the heightened 
global turbulence, experiencing something of a correction so 
far in 2008. Though this might weigh upon the near-term per- 
formance of the financial sector, Singapore should remain on 
a long-term growth trend as an important regional financial 
management center in the face of expanding Asian wealth. 
“Singapore is one of the examples of countries which don’t have 
natural resources but which have become advanced countries be- 
cause of their trading activities.” Will it continue this status in the days 
to come? 


and construction too have begun to con- 
tribute significantly now. Its manufac- 
turing sector, in turn, is dominated by 
the production of computer peripherals 
and oil processing. The sector shares a 
lion’s share in the country’s GDP, con- 
tributing around 28%. 

Of all, the drug sector has now be- 
come an important component of the 
manufacturing sector. Over the past few 
years, the country has become a favorite 
destination for the companies looking 
for a competitive location for 
biopharmaceuticals and biotech-based 
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activities. The government, through dif- 
ferent supportive policies, has been able 
to create a favorable business environ- 
ment in the biomedical sciences and has 
attracted several big pharmaceutical 
companies such as GlaxoSmithKline 
and Lonza. In 2006, the manufacturing 
output from such big companies was $23 
bn, a jump of 30% over 2005. 

However, the biomedical produc- 
tion, including pharmaceutical and 
medical technology, fell sharply to 
37.1% in 2007 because of plant shut 
downs. Song Seng Wun, Regional Econo- 


mist of CIMB-GK research, says, “Phar- 
maceuticals were the key reason why 
the manufacturing sector declined by 
such a large magnitude.” Singapore 
economy shrank in the fourth quarter 
led by a decline in the manufacturing 
sector which fell 25%, while pharmaceu- 
tical industry’s output was down 28% 
over the previous quarter. 

Optimists like David Cohen, Chief 
Economist at Action Economics, how- 
ever, feel that the pharmaceutical pro- 
duction could bounce back because 
many international pharmaceutical 


| Chartered Financial Analyst | 


> 


Alvin Liew: Indeed, Singapore’s success and rapid eco- 
nomic development over the years is largely due to its open 
trade policy and favorable geographic position in the cross- 
roads of dynamic regional markets. Together with its politi- 
cal stability, well-developed infrastructure and ample FDI, 
Singapore’s economic success is reflected in its high degree 
of openness of trade even in times of previous economic hic- 
cups, such as the Asian Financial Crisis, which could have 
encouraged nations towards trade protectionism. Although 
the current global economic landscape is beginning to 
change from a positive one to a less certain outlook, 
Singapore will continue its open trade policy which had 
brought about opportunities, more transparency to the busi- 
ness framework and strengthen consumer and investor con- 
fidence. Despite the relentless competition from relatively 
low-cost producers in the region and hence pressure on the 
external competitiveness of its lower value-added exports, 


|}. Singapore rose to the challenge and has continuously diver- 


sified its economic make-up, moving towards higher value- 
added activities while maintaining its open trade policy. 
David Cohen: Singapore will continue to expand as a re- 
gional financial and commercial hub as Asia is expected to 
continue to pace growth in the global economy during the 
next decade. It offers a well-developed communication and 
transportation infrastructure, along with relatively open 
economic policies, that make it an attractive outpost for 
multinational firms seeking to participate in the regional 
economic growth. A further attraction is an educated 
workforce, including a relatively open admission of 
foreign workers with the skills needed by international 
businesses. 


Singapore is a pioneer in forging free trade pacts, having signed 
pacts with India and other countries. What lessons can india learn 


Singapore cournuiiy 


view of the ongoing slowdown, India may probably learn, 
particularly about sequencing and scheduling of various 
steps in Singapore's liberalization process. Amidst many 
global uncertainties, forging FTAs may lead to further gains 
in enhanced multilateral trade and allow India to further 
strengthen in selected sectors, which it has absolute and/or 
comparative advantage in. Through economic diplomacy, it 
may also enhance political stability and, at the same time, 
encourage and deepen cooperation in greenfield sectors 
which will help diversify India’s economic structure in the 
long run. 

David Cohen: The slowdown can be seen as a temporary 
setback, rather than reflecting any serious policy mistake. 
Indeed, the latest projections for Singapore GDP growth of 
5.0% in 2008 would be respectable. More significant has 
been the successful long-run performance of the Singapore 
economy, which has achieved first-world status on the baek 
of its free-trade approach. Agreed that the tiny city-state of 
Singapore is a species different from India, but its market- 
based economy has enjoyed notable prosperity. 


Other issues? 

David Cohen: Singapore recognizes that it must continue 
to climb the ladder towards higher value-added activities if 
it is to enjoy economic growth in a competitive global mar- 
ket. Financial and commercial services offer the potential 
for many well-paid jobs, an area where the city-state seems 
to enjoy a comparative advantage. In the electronics indus- 
try, it has experienced migration of some disk-drive manu- 
facturing activities to lower-cost locations, and hopes to be- 
come more of a center for research and development activity. 
This includes offering some incentives to multinational 
firms to invest in operations here, while emphasizing its 
respect for intellectual property and supporting university 


from Singapore's slowdown? 


Alvin Liew: India is an emerging Asian powerhouse and is 
side with China. However, 
country’s economic reform process still has quite a long way 
to go and the development needs to continuously evolve. In 


always placed side by 


firms have established themselves in 
the country and are expanding their op- 
erations and this will provide support 
to exports in the coming year. 
Nevertheless, a declining consumer 
electronics sector, which leads the manu- 
facturing sector with 48% contribution to 
the total industrial output, has left 
policy makers worrying. The electronic 
exports from the country have declined 


. each month since February 2007, as big 


companies such as Chartered Semicon- 
ductor Manufacturing Ltd. and Venture 
Corp shipped fewer goods overseas. 
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The Monetary Authority of 
Singapore (MAS) estimates the con- 
tribution to the GDP from this sector 
to fall from 31% on an average in the 
last six years to 4% by the first half of 
2008, led by lower demand for semi- 
conductors, mobile phones and com- 
puters. Selena Ling, economist at 
OCBC bank, said that the electronics 
sector is a very competitive sector and 
is going through a transition phase. 
She added that there are always pres- 
sures on Singapore to move up value- 
added chain and the tech sector has 


The government is also investing funds in the university 
system, both as a way of enhancing the availability of an 
educated workforce as well as looking to this as something of 
an export industry, attracting students from abroad. 


been lagging behind for so many quar- 
ters. However, she felt that there 
should be some light at the end of the 
tunnel. 


Reining in rising inflation 

The market-based economy, which al- 
ways prided itself in enjoying a low in- 
flationary environment and strong eco- 
nomic growth for decades now, however, 
is now facing the prospects of a strong 
inflation. The central bank of Singapore 
expects that inflation will touch be- 
tween 4.5% and 5.5% this year, after av- 
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eraging 2.1% in 2007. The inflation is added that the sectors dependent on 


due to higher food and oil prices and the 
impact of the 2% point hike in goods and 
services tax. 

The inflation situation poses a seri- 
ous challenge to the government. The 
Monetary Authority of Singapore 
(MAS) has said that it wil] maintain its 
current policy which will allow the 
gradual and modest appreciation of the 
Singapore dollar’s nominal exchange 
rate. Irvin Seah, economist at DBS 
Bank, said inflation is a major concern 
for the economy as it undermines the 
country’s competitiveness which would 
subtract from growth to a certain ex- 
tent. There will be high inflation in the 
first half of the current year because of 
increasing consumer price index. 

The situation is not at all healthy 





for an export-driven country such as 
Singapore. Ravi Menon, the second per- 
manent secretary of Ministry of Trade 
and Industry, said thet the growth of 
the economy will be lower and inflation 
higher, and the current year will be a 
challenging year for the country. He also 


Economic Indicators 
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There is a strong reason to believe, or as a section 
of economists would like us to believe, that the 
city-state’s economy will be able to face this slow- 
down as it is more diversified today than before. 


demand from major economies, such as 
electronics, wholesale trade and finan- 
cial services, would suffer more com- 
pared to tourism and business services 
which are supported by regional factors. 

The city-state has historically been 
inclined to rely on its exchange rate 
rather than interest rates to control in- 
flation. But a majority of economists 
feel that neglecting interest rates and 
concentrating on currency rate is no 
longer a way to handle the inflation 
situation. Inflation is widening the in- 
come inequality and the prices of the 
commodities are increasing, and it is 
the poor people who are the real suffer- 
ers. Rising wages and housing costs are 
depleting Singapore’s competitive ad- 
vantage in attracting foreign busi- 





nesses, which contribute a large part to 
the country’s economy, 

The Singapore government which 
released its budget in February 2008, 
however, did not announce major relief 
measures in order to counter the rising 
consumer prices, as expected by ex- 
perts. The government announced a per- 
sonal income tax rebate of 20% for all 
resident taxpayers for Year of Assess- 
ment 2008 capped at $2,000. Unveiling 
the fiscal 2008 budget, Finance Minis- 
ter, Tharman Shanmugaratnam, said 
that he expected a surplus of S$6.4 bn 
(US$4.5 bn) in the current financial 
year ending March after strong eco- 
nomic growth in 2007. 

However, expressed doubts about 
the country’s growth amidst uncer- 
tainty in the global economy due to US 
recession and global credit crunch. 
Economists feel that the country’s bud- 
get is generous as the government has 
kept personal income taxes unchanged 
while abolishing the estate tax to boost 
investment and attract rich people. 





Inflation Still Rising 


% YoY 






Inflation hit 
4.4% in Dec '07 
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Source: www.dbs.com 


Future outlook 

However, there are some silver linings. 
While the external environment is not 
suitable for the trade-driven economy, 
the government still feels that the is- 
land-nation’s economy will post a 
healthy growth of 5.0% in 2008, as con- 
struction and services sector wil] pro- 
vide a strong support. Construction, 
which grew 20% in 2007 , has grown ata 
fast pace since 1996. The country’s fi- 
nancial services sector too is booming 
and expanded 17% in 2007. Further, the 
Asian economy, which is growing at 
a fast pace, will also provide some 
demand for Singaporean financial © 
services. 

There is a strong reason to believe, 
or as a section of economists would like 
us to believe, that the city-state’s 
economy will be able to face this slow- 
down as it is more diversified today 
than before. It has diversified its 
economy from manufacturing to tour- 
ism and trying to enter into more value- 
added services segment. 

Further, there is a hope that manu- 
facturing may rebound this year led by 
MNC drug makers. It is hoped that the 
spirit of “Uniquely Singapore” lives up 
to the expectations amidst all the talks 
of a slowdown.s= 

- Amit Singh Sisodiya and Pratichi Samal 
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German Economy 


Gloom After Boom 





IIe 


The US economic slowdown and the consequent decline in world trade are 
curbing Germany’s economic expansion. 





urope’s largest and the world’s 

third largest economy is show- 

ing mixed signs as various re- 
ports indicate that its economy is set to 
lose its growth momentum in 2008. Ger- 
many has benefitted hugely from the for- 
mation of European Union (EU), which 
has emerged as its largest foreign trad- 
ing partner as well as the most impor- 
tant investor. A slowdown in its economy 
could spell doom for its neighbors also, 
as Germany accounts for nearly 35% of 
the region’s economic output. Hence, the 
economic performance of Germany is 
very important to the fortunes of the en- 
tire European region as well. 

According to OECD Economic Out- 
look, the German economy which grew 
by a solid 3.1% in 2006, grew only 2.6% 
in 2007, and is forecasted to settle at 
1.€% in 2008. If Germany continues to 
touch new lows in terms of GDP, China 
will very soon replace it as the world’s 
third largest economy, according to a re- 


40 | May 2008 | 


port by IMF. It says, “A slowing US 
economy and weaker world trade are 
pulling down [Germany’s] GDP growth, 
given Germany’s strong external depen- 
dence.” The crisis in the US real estate 
market has assumed gigantic propor- 
tions and is impacting many countries, 
including Germany. Moreover, the US 
dollar is continuously declining against 
the euro, thus causing the oil and food 
prices to rise, which has an adverse ef. 
fect on the consumers. 


A double whammy 

At the beginning of last year, the Ger- 
man government had declared the high- 
est ever-increase in the value of VAT 
from 16 to 19%. To compensate the tax 
rise, merchants had increased the 
prices of their goods. Due to this, retail 
sales fell sharply to 3.2%. Riding on the 
back of VAT increase, inflation rose to 
3.2%, which is above the ECB’s 2% 
limit, and, as a result, consumer prices 


rose to 3.3%, the highest since 1996. 
Crude-oil prices also added further 
pressure on the economy. Rising infla- 
tion, coupled with low wages and high 
food prices, left households with less 
money to spend. Each extra euro that 
consumers had spent for petrol or for 
warming up their homes made them 
poorer. Consequently, domestic con- 
sumption, which has long been the- 
economy's Achilles’ heel, has declined 
by 0.3% year on year. 

However, according to the German 
chambers of industry and commerce, 
domestic consumption would pick up in 
2008 and contribute significantly to 
growth, as the momentum of foreign 
trade is going to weaken because of a 
deceleration in the global economy. But 
if rising prices put a damper on domes- 
tic demand, the outlook for the economy 
as a whole will worsen. With domestic 
consumption on the decline, Germany is 
left with export growth, where the out- 
look is all the more gloomy. 


Exports: A mixed picture 

Exports, which are traditionally a key 
driver of Germany’s macroeconomic ex- 
pansion within and outside the Euro- 
pean region and account for nearly one- 
third of national output, have declined 
to 8.4% in 2007 from 12.9% in 2006. 
Nevertheless, German companies are 
benefitting from the ongoing demand 
from Asia and other EU member coun- 
tries. David Kohl, Deputy Chief Econo- 
mist, Julius Baer Holding AG in Frank- 
furt opined, “Things are getting more 
and more difficult, but I don’t see a 
slump. Asian demand is still rather 
healthy overall.” Indeed, exports to Rus- 
sia and other European countries to 
Germany’s east now Surpass those to 
the US. The credit crunch initiated by 
the US subprime mortgage mess will 
unnerve the Mediterranean countries 
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more than Germany, which finance 
themselves mainly out of profits. Even 
though Germany is still regarded as the 
world champion in exports, owing to the 
nearly 11% strengthening of euro 
against dollar, German exports are be- 
coming less competitive. To make things 
worse, exports to the biggest trading 
partners of Germany in the euro region, 
like Britain and Spain, are also coming 
under pressure. 


Inflexible labor market 

Apart from the external pressure, do- 
mestic structural problems also remain 
as the main reason for the current slug- 
gish performance. Germany is one of the 
few countries in the European region 
that are without minimum wages. The 
government lets employers and labor 
unions to enter into contracts and fix 
salaries. Following several years of wage 
moderation, trade unions are beginning 
to make more substantial wage de- 
mands. Now pressure is building up on 
the employers to increase wages as the 
economy is showing signs of slowdown. In 
the past six years, the share of wages in 
the national income has dropped to little 
more than 55% from about 60%. Critics, 
however, are of the opinion that the in- 
troduction of minimum wages is not an 
apt measure to encourage consumer 
spending, as it is accompanied by cuts in 
employment, and it could stifle competi- 
tion and even initiate longer-term infla- 
tion that would shake the European 
economy. 

Despite the decline in the unem- 
ployment rate to 8.4%, the lowest level 
in 14 years, an inflexible labor market 
is plaguing the country’s economic per- 
formance. The rapid decrease in unem- 
ployment, however, has less optimistic 
impact on the German economy, since 
most of the labor market reforms car- 
ried out three to four years ago had con- 
tributed only 5% of the nation’s growth 
potential. They had attracted mainly 
unskilled and older workers to those 
part-time mini-jobs that pay no more 
than €400 per month, hardened the 
terms for unemployment benefit and 
made life easy for private employment 
agencies. In contrast, employment in 
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the primary labor market, where social 
insurance benefits are mandatory, is 
way below what it was seven years ago. 

Another major cause of concern for 
the policy makers is the ageing popula- 
tion, which is set to raise the ratio of retir- 
ees to employees sharply in the coming 
years. Unless fundamental reforms are 
initiated, the ageing population will add 
to the government’s burden by way of 
healthcare funding and social security 
pensions, which will indirectly lead to 
an increase in the already existing high 
tax rates. The high tax rates result in less 
entrepreneurship and less investment in 
human capital. The cutcome would be 
sluggish growth in GDP and therefore a 
lower standard of living. 


The US subprime flu 

The government is net only overly wor- 
ried about the surging inflation rate; it is 
also concerned about the menacing com- 
bination of inflation, global financial cri- 
sis and the weak dollar ‘that will eventu- 
ally strengthen to a great extent) that 
could significantly dampen the outlcok 
for growth of the German economy. The 
US subprime crisis which has been 
pushing up credit costs worldwide has 
not spared the German banks either. 
Landesbanks, which were supposed to 
act as wholesale financiers alongside 
state-owned regional savings banks, 
found it difficult to eperate profitably 






Price index 
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when state guarantee was abolished 
three years ago. According to European 
Banking Federation, as the banks 
started to accumulate euros to fulfill 
their prior commitments, the euro inter- 
bank offered a rate of 4.93%, the highest 
since December 2000, without any 
change in the interest rates at the Euro- 
pean Central Bank (ECB). In order to 
survive the competition, they sold so- 
phisticated financial structures, includ- 
ing investments in American subprime 
mortgages to small lenders. But the US 
subprime collapse has led to more than 
$70 bn bank losses associated with de- 
faults on mortgages, forcing banks reluc- 
tant to borrow from each other. 


investor confidence on the wane 

The days of easy credit to companies and 
consumers are clearly over, as tightening 
of credit appears to stifle industry pro- 
duction. Construction, which has been a 
financial drag on the growth of German 
economy, after showing promise for the 
first two quarters of the last year, also 
tapered off to 4.8%. Moreover, the strin- 
gent bureaucratic regulations and the 
long duration the government takes to 
set up new businesses are weighing 
heavily en and denting investor’s confi- 
dence. According to ZEW Center for Eu- 
ropean Economic Research’s index, in- 
vestor confidence dropped to -41.6 from - 
37.2. Investment growth has already 
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shown considerable decline and is set to- 
further weaken, mainly because of the } 
corporate-tax law that has come into ef- 
fect from January 1, 2008. So far ECB 
has refused to follow Fed and BOE in 
lowering borrowing costs, arguing that 
inflationary pressures are too strong. 


Economic reforms: Need of the 
hour 

Post unification, Germany has shown 
tremendous resilience in implementing 
good economic policies, which have led 
to strong growth, low inflation and de- 
creased unemployment. Considering 
that East Germany had added 25% to 
population but only a miniscule to out- 
put, it is undoubtedly an achievement. =* 
However, it is essential to consider 
that, notwithstanding the progress in 
the economic situation, there are a 
number of unresolved problems, and a 
decrease in GDP since 2006 indicates 
that Germany’s growth prospects re- 
main moderate. 

The world economy is in for a cyclical 
upturn, and Germany is no exception. 
The decline in government spending, in- 
crease in taxes and the weakening of 
educational system have all conspired to 
aggravate the country’s economic perfor- 
mance. The banking industry continues 
to be fragmented, divided into state- 
owned and private banks, making it dif- 
ficult to consolidate. The labor market » 
with all its rigidities still needs reforms. 
The policy makers are yet to find a per- 
fect balance between minimum wages 
and social security systems. Fortu- 
nately, in 2008, the negotiations be- 
tween trade unions and government me- 
diators for raising minimum wages up to 
8% may materialize, and once again con- 
sumers possibly will start spending 
more. Germany’s strong trading associa- 
tion with emerging economies like China 
may keep it in good shape and help it 
avoid falling into recession immediately. 
However, the future growth prospects of 
German economy will rely a lot on how 
the politicians’ bring about reforms 
rather than on any other factor.» 
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Credit Rating Agencies 


Crisis of Confidence? 





The US subprime crisis has dealt a severe blow to the reputation of the credit 
rating agencies, as critics blame them for their failure to raise the alarm. 





We need to be clear about what tradi- 

tional ratings do and don't do. Increas- 

ingly people have inferred more than 
what was intended to be conveyed. 

— Deven Sharma 

President, Standard & Poor's 


ome of the most valued and re- 

spected Credit Rating Agencies 

(CRAs) like Moody’s, Fitch, and 
Standard & Poor’s are under regulatory 
scrutiny for their failure to send off ad- 
equate signals about the impending 
subprime crisis and downturn of related 
products. In fact, this is not the first time 
their reputation has been at stake. 
Many investors have lost significant 
amounts of money, thanks to the great 
faith investors have reposed in these rat- 
ing agencies. On the other hand, rating 
agencies derive their revenues mostly 
from the companies they rate, and this 
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leads to a certain amount of conflict of 
interest. 

There has been growing criticism of 
the practices of CRAs, as experts feel 
that being into the sole business of 
grading funds of investment grade, they 
should have seen the crisis coming and 
rung the warning bells in advance. Ex- 
perts say, “A lesson from the present 
crisis is not to blindly rely on the ratings 
and invest. What is ideal and reiterated 
time and again is to diligently examine 
one’s investment and do one’s research 
before investing.” 


Lost credibility? 

Concerns about their integrity have 
been gathering momentum in the world 
of finance for a long time now. The inter- 
national financial community has 
started questioning the disproportion- 
ately dominating role of CRAs in the 


subprime crisis and the resultant credit 
crunch. They are supposed to assign 
grades to financial products based on 
the perceived risk of default. CRAs like 
Standard & Poor’s, Moody’s and Fitch 
Ratings gave gold-plated AAA credit 
ratings to complex structured products 
like Collateralized Debt Obligations 
(CDOs) and Residential Mortgage- 
Backed Securities (RMBS), indicating 
that they were as secure as government 
bonds. Investors were led to believe they 
had trustworthy portfolios; later only did 
they realize that they were actually sit- 
ting on massive losses. 

Until now, starting from the retire- 
ment funds to the trading desks of the 
Wall Street banks, more than $146 bn 
have been wiped out, as the number of 
defaults continues to grow. In January 
2008, Citigroup reported a quarterly 
loss close to $10 bn, which it mainly at- 
tributed to the risky mortgage invest- 
ments in connection with loans ex- 
tended to borrowers with poor credit 
histories. Thus, there is a widespread 
belief that the agencies have been erro- 
neous in evaluating the creditworthi- 
ness of exotic mortgage-related securi- 
ties and other credit derivatives, par- 
ticularly CDOs, which are often referred 
to as ‘toxic waste’. CRAs knew deep in- 
side that some of the CDOs and RMBS 
rated by them as plain vanilla bonds 
were, in fact, far volatile than they ap- 
peared to be. Finally, the subprime tur- 
moil in credit markets cost Kathleen 
Corbet her job as the President of Stan- 
dard & Poor’s. 


Repeating mistakes 

CRAs are facing intense opposition. In 
the past, they were also blamed for 
playing a key role in the bankruptcy of 
California-based Orange County. An- 
other big failure was in maintaining a 
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INTERVIEW 


“One of the problems with the present regime is that it bestows recognition upon the 
rating agencies, rather than allowing market forces to form a reputation.” 


Questions are being raised about the quality and depth of rating agen- 
cies’ research as well as their independence. What is the role of credit 
rating agencies (CRAs) in the US mortgage crisis? 

Based on the information available thus far, the CRAs played 
an integral—albeit characteristically passive—role in the 2007 
US Residential Mortgage-Backed Securities (RMBS) crisis. 
Moody’s and S&P are, yet again, being investigated by the US 
Senate for their role in this widespread market event. Since 
June 2007, the rating agencies downgraded more than 2,400 
tranches of RMBS, which has caused investors to lose confidence 
in both the reliability and the integrity of their ratings. 


Moody's and S&P feel that the criticism of their role in the crisis is based 
on a misunderstanding. Comment. 

In his statement on this issue, Senator Reed stated that in 
the spring of 2007, the CRAs assured the Senate Banking 
Committee that the problems were associated with only a 
small portion of the market, but they have since learned that 
he was wrong. Moody’s insists that it was the unforeseen 
market conditions which, in 2006, caused the sudden crisis 
and left it no time to react— aggressive underwriting, decline 
in home prices on a national basis, and rapid reversal in lend- 
ing standards. Yet, Moody’s admits that July 2007 marked 
the 12" consecutive month of home price decline, on a year- 
over-year basis, and that this was the longest period of de- 
cline since 1969. This, Moody’s says, combined with higher 
cost of borrowing over the past few years, caused the 2006 
vintage of RMBS to deteriorate. 


Yet, they did not take any comprehensive rating actions 
until April 2007, and a follow-up in July 2007. They did not 
act on the entire 2006 pool, despite concerns about the entire 
pool. Moody’s then, ironically, points finger at mortgage bro- 
kers, underwriters, and issuers and, laughably, suggests 
implementing greater ‘transparency and regulation for those 
market players! 


Do you agree that there is a need to review the code of conduct for the CRAs? 
I firmly believe that CRAs’ conduct must be regulated. While’ 
I do not believe that a voluntary code of conduct will be suffi- 
cient to curb their evident problems, I also believe that cur- 
rent legislation is inadequate to address the conflicts within 
the current rating agency business model. A new legislative 
regime that ensures rating agency accountability would be a 
positive step toward scientifically valid and reliable securi- 
ties ratings. 


What is your opinion on switching over to an ‘investor-pays’ system 
from ‘issuer-pays’ system? 

The ‘issuer-pays’ model should be prohibited. The system 
should return to an investor subscription model. The ‘issuer- 
pays’ system provides the CRAs with full incentive to take 
advantage of their limited access relationships with the issu- 
ers and the investors. Returning the system to an investor 
subscription model will remove the rating agencies’ incentive 
to divert the issuers’ and investors’ capital. Without access to 
the issuers’ massive capital base, but rather only to the inves- 





superior investment grade to Enron m 
2001. Likewise, in the case of the Asian 
currency meltdown in 1997, the CRAs 
had received flak for further escalating 
the impact of crisis and allowing the 
contagion effect to spread to other coun- 
tries. They were accused of being reac- 
tive in rating the South East Asian 
countries rather than being proactive. 
Later, the IMF, in its report, found that 
the four main international rating 
agencies, Moody's, Standard & Poor's, 
Fitch Ratings, and the Duff & Phelps 
Credit Rating Company, exaggerated 
the crisis and made it complex in the 
later stages. It said, “Their issuance of 
credit downgrades with an alarming 
frequency encouraged the exodus of for- 
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eign capital and fed the downward spi- 
ral. As the crisis expanded, they were 
less and less able to understand and 
monitor events, the very nature of the 
crisis.” 


Misguided or misunderstood? 

Critics question whether CRAs have 
the vision to judiciously assess the 
economic resources and whether they 
have the ability to convey the informa- 
tion to investors in an unbiased man- 
ner? Analysts point out that many 
CRAs downgrade ratings whenever it 
is easily predictable and when the en- 
tire market is already aware that 
there exists a crisis. CRAs have also 
been widely criticized for their practice 


of giving voluntary ratings, in which 
they rate an organization or issuer in 
the name of public interest and then 
upgrade the rating after being rewarded 
by the organization. Some lawmakers 
say that CRAs sometimes guide orga- 
nizations on how to maintain better 
ratings, and compare them with ac- 
counting firms which audited and ad- 
vised companies, such as Enron, that 
later collapsed because of accounting ir- 
regularities. Furthermore, as the rating 
agencies do not come under the purview 
of Regulation Fair Disclosure, the pos: 
sibility of rating agencies leaking selec 
tive corporate information to selective 
investors cannot be ruled out, and this 
is attracting a fair amount of criticism 
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_ tors’ subscription fees, the CRAs are apt to decide that oppor- 
\ tunism is not economically feasible. 


Do you think it will solve the problem and restore the credibility of rating 
business? 

One of the problems with the present regime is that it bestows 
recognition upon the rating agencies, rather than allowing mar- 
ket forces to form a reputation. I am not the first commentator 
to observe that rating agencies presently do not actually even 
have a reputation, as they did in the early 20" 
century before the NRSRO (Nationally Rec- 
ognized Statistical Rating Organization) 
anointment. They must develop a reputation 
once again, within a competitive market, 
rather than the oligopoly spawned with the 
present system. 


credit rating businesses, how do you foresee the 
future of the credit rating business? 

Given the US Senate Banking Committee’s 
increased interest in the rating agencies’ 
shortcomings and conflicts, in both the Enron 
and the RMBS crises, it appears incumbent 
upon rating agencies to address these concerns. Unless they do 
so, it is possible that they will face legislative restrictions that 
may impose a period of inefficiency within their organizations, 
while they scramble to accommodate the changes. Rating agen- 
cies should take proactive steps to reform their internal busi- 
ness model, to remove practices that import conflicts of interest. 


How do you view the regulation of CRAs and its pros and cons? 
The CRAs in North America are currently unregulated. More- 
over, they have been positively deregulated by the US and 


~y» Canadian legislators. Prior to the 1931 US Comptroller of 


Currency’s ruling that required banks to carry only BBB or 
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higher bonds, the CRAs were regulated by fiduciary account 
ability, and other nominate categories of liability: tort, con 
tract and trust. Since that edict, CRAs have been coddled by 
the Federal, State, and Provincial governments, and they ars 
utterly unaccountable, with the exception of a recent ‘over 
sight’ power bestowed upon the US SEC. 

The current legislation, which clothes rating agencies witt 
a false authority as NRSROs in the US, or ‘approved’ rating 
agencies in Canada, is tantamount to letting the fox into the 
henhouse—then closing the door. The US 
SEC has demonstrated that it is unwilling 
positively to regulate the rating agencies. In- 
stead, it defers to the rating agencies, requir- 
ing them only to formulate policies to prevent 
conflicts of interest—yet, the SEC regulation 
neither stipulates policies, sets controls, nor 
even guidelines. Instead, the SEC rules sim- 
ply require the rating agencies to refrain from 
direct threats designed to extract fees. It does 
not address either of the real issues: unsolic- 
ited ratings, and conflicts of interest inherent 
in the rating agencies’ business model. 

To ensure that rating agencies are ac- 
countable for their role in the market, I pro- 
pose a legislation that removes the NRSRO anointment. The 
NRSRO status hinders accountability, reliability, true cred- 
ibility, and market diversity within the rating agency busi- 
ness. Specifically, the proposed legislation should place the 
rating agencies under the securities commissions’ explicit ju- 
risdiction, with the same primary, statutory liability as re- 
porting issuers, as well as mandatory. There will, of course, 
also be fiduciary accountability, and nominate liability, such 
as tort and trust, to curb opportunism and negligence. Addi- 
tionally, it would revert the rating agencies to the ‘investor- 
pays’ model and prohibit unsolicited ratings to prevent con- 
flicts of interest through their present oligopolistic position. 


Competition, which is otherwise 
beneficial to customers in other fields 
of business, is proving to be detrimen- 
tal in the case of CRAs. In the US, repu- 
table CRAs are chosen by the Securities 
and Exchange Commission (SEC) as 
Nationally Recognized Statistical Rat- 
ing Organizations (NRSROs), and only 
NRSRO ratings can be used for regula- 
tory purposes. This has limited compe- 
tition and acted as a barrier to new en- 
trants. Moreover, the top rating giants 
resort to retaliating methods and 
downgrade each other. This kind of 

# fighting is very damaging to the 
prospects of investors who do not have 
the option of going to other rating 
agencies. 
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Conflict of interest 

It is not just the competence of the CRAs 
which has come under scanner. Some of 
their other abusive practices also appear 
to be unethical and damaging to the in- 
terests of the entities they rated. One 
such practice is to offer higher ratings to 
issuers that adopted investment deci- 
sions, policies and financial restructur- 
ing requested by the CRAs. Critics claim 
that higher ratings assigned to mort- 
gage-related securities were the result of 
the close relationships that the CRAs 
maintained with debt issuers. The US 
government has initiated official inves- 
tigations to find out whether the CRAs 
gave artificially overstated ratings to 
low quality debt in order to win the favor 


of financial institutions which paid for 
the ratings. Regulators have labeled the 
revenue structure of the CRAs conflict of 
interest and called on to revert to their 
earlier business model instead of taking 
payment from financial institutions to 
keep away from potential conflicts of in- 
terest. 

However, Moody’s was quick to deny 
this allegation and declared that it is 
not offering any consulting services on 
how to improve and retain better rat- 
ings. Brian Clarkson, President, 
Moody’s, opines, “Whoever pays, there 
will be a conflict, a change in revenue 
model could mean that ratings would no 
longer remain in public domain.” He in- 
sists that the organization has taken 
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enough measures to shield the proce- 
dure and pays rating analysts based on 
the quality and not the quantity of work. 
In the meantime, both Moody’s and S&P 
have decided to review all the ratings is- 
sued by their former employees who 
have quit them to join their clients. 


Restoring the credibility 
Regulators are of the opinion that CRAs’ 
recent efforts to restore the credibility of 
their rating systems are too little and 
too late. Among the most vocal was 
Charlie McCreevy, Internal Market 
Commissioner, European Union, who 
warned rating agencies that they would 
face ban if they did not mend their ways 
in rating structured financial products, 
citing the example of $7.3 bn losses faced 
by French Bank, Société Générale be- 
cause of trading by a rogue trader. An- 
drew Cuomo. Attorney General, New 
York, called the changes “more like pub- 
lic relations window dressing than sys- 
temic reform.” The International Organi- 
zation of Securities Commissions 
(IOSCO), the governing body for the secu- 
rities regulators worldwide, in coordina- 
tion with other national market watch- 
dogs like EU and the SEC of the US, is 
going to review the code of conduct for rat- 
ing agencies. Michel Prada, Chairman, 
Technical Committee, IOSCO, says: “At 
this stage, we keep the approach we had 
initiated in 2003 which is really to issue 
a code but which is not exactly manda- 
tory. However, three amendments are 
expected to take place te the code of con- 
duct.” These include: 
> Disclosure of the assumptions un- 
derlying the individual ratings for 
structured financial transactions; 
> Prohibition of advice on the design of 
structured products which an 
agency also rates; and 
> Reasonable steps being taken to 
use information of sufficient quality 
to support a credible rating. 
Besides, the IOSCO Technical Com- 
mittee is also focusing on improved 
transparency from issuers of structured 
products and encouraging institutional 
investors and asset managers to under- 
take due diligence in their assessment 
before investing in complex structured 
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products, risk management from inter- 
mediaries, and the roles and duties of 
CRAs. 

Amid continued scrutiny from the in- 
ternational regulator community as well 
as growing pressure from customers, the 
big three agencies are attempting to over- 
haul their methodologies to re-establish 
reliability and make their ratings proce- 
dure more transparent. As Deven 
Sharma, President, S&P, says, “By fur- 
ther enhancing independence, strength- 
ening the ratings process, and increasing 
transparency, the actions we are taking 
will serve the public interest by building 
greater confidence in credit ratings.” S&P 
is planning to sever its ties with the new 
draconian rules that might stem from the 
regulatory reviews. It is going to make 
changes in four broad areas—improving 
governance; empowering analytics; in- 
creasing transparency; and educating 
public. Another major change in the offing 
is the rotation of analysts and sales 
teams to stop them from becoming cozy 
with their clients. The New York-based 
firm is also hiring an ombudsman and an 
external auditor to address concerns re- 
lated to conflicts of interest. Moody’s has 
announced that it would dump tradi- 
tional ratings and instead replace them 
with a different kind of scale with an 
aim to provide information to investors 
not only about the bond they are buying 
but also about the process used to rate 
it. Not to be left behind, Fitch is also 
intending to introduce a new methodol- 
ogy for forecasting the probability of de- 
faults by CDOs. 


Mere opinions 

CRAs argue that they cannot be 
blamed if some financial crisis or fraud 
takes place since their ratings are mere 
opinions. Further, they support their 
claim by mentioning that they do not rec- 
ommend anyone to buy or sell any secu- 
rity and that their ratings are only evalu- 
ation of the creditworthiness of a secu- 
rity at a particular point of time and will 
not carry any predictive information. 
Nevertheless, CRAs are well aware that 
whatever steps they take are not suffi- 
cient enough to take on all the public 
criticism. Hence, the agencies have 


warned asset managers to alter the way 
they use these ratings. Ray McDaniel, 
President, Moody’s, said in the recently 
concluded World Economic Forum, “In 
the future, we need to find a way to make 
sure that investors get information 
through other channels [as well as rat- 
ings]; if the only choice for investors is to 
look to rating agencies, it makes us less 
effective.” He further adds: “There has 
been a failure in some of the key assump- 
tions which supported our analysis and 
modeling—the information quality de- 
teriorated in a way that was not appreci- 
ated by Moody’s or others. We recognize 
we need to retool processes.” 


Protecting the interests of 
investors 
The proper functioning of the CRAs is of 
great significance to financial institu- 
tions and investors. However, based on 
the recent developments, it is clear that 
further reforms are required to control 
the regulators. A majority of the 
troubles arise from the laws or exemp- 
tions of rules and regulations enforced 
by the SEC. The most important task of 
the CRAs is to monitor and protect the 
interests of the investors. Yet, the in- 
vestors of mutual funds and pension 
funds invariably suffer under the cur- 
rent industry environment. 

There is a need to increase the ac- 


countability of CRAs by modifying 4 


NRSRO legislation to improve com- 
petitiveness in the industry and mini- 
mize the conflicts of interest. At 
present, credit ratings are considered 
as mere opinions, and this provision 
doesn’t make CRAs liable to investors. 
If they are classified as recommenda- 
tions, and not as opinions, it is bound to 
increase accountability and make them 
act in agreement with their duties. The 
dominance of the leading ratings agen- 
cies should be reduced by creating an 
environment for more competition. This 
may stimulate the incumbent CRAs to 
continuously strive for perfection, inces- 
santly innovate and price their services 
within the regulatory framework.s= 


—N Janardhan Rao and PS Sharath Chandra 
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Indian Pharma 


The R&D Gambit 





In a distinct shift of strategies, Indian pharma players are hiving off their R&D 
divisions into independent entities to de-risk their core generics business as 
well as to focus more on drug discovery. Foreign equities are also pouring into 
India’s pharma space because they understand the risky nature of the R&D 
business well and are willing to wait for a long haul. However, this R&D gambit 
has its share of risks too, as the discovery of a blockbuster drug or a major 
discovery failure can rewrite the fortunes of a pharma player. 





o years after India entered the 
products patent regime, the year 

2007 witnessed Indian pharma 
companies striving to shrug off the copy- 
cat image and focus more on innovation. 
Major pharma players have started 
spinning off their R&D and drug discov- 
ery wings into separate divisions to un- 
lock better value for shareholders, de- 
risk their profitable generics business 
and give a push to basic research. Even 


- foreign private equity players and ven- 


ture capitalists have shown their keen- 
ness to partake in this transitional 
phase of the Indian pharmaceutical 
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industry. This symbolizes a fundamen- 
tal transformation in the mindset of the 
pharma firms and marks the coming of 
age of an industry which was previously 
labeled as ‘copycat’. Dr. Reddy’s Labora- 
tories (DRL) and Sun Pharmaceuticals 
have been the trendsetters. Now, with 
Ranbaxy, Nicholas Piramal (NPIL) and 
Wockhardt publicizing the demerger 
plan, the drip looks all set to become a 
wave. And for the Indian pharma com- 
panies, which have developed a critical 
mass of over 50 New Chemical Entities 
(NCEs) and which aim to successfully 
commercialize these blockbuster drugs 


by 2010 onwards, time seems to be per- 
fect for this R&D gambit. In fact, it re- 
quires a single success story like Lipitor 
(the cholesterol drug made by US 
pharma giant Pfizer is the world’s best- 
selling drug), which can transform the 
fortunes of that particular drug com- 
pany and even of the pharma industry of 
the country as a whole. 


Rationale for hiving-off 

The drug manufacturing process as a 
whole is risky, expensive and involves 
a long gestation lag. Moreover, with 
the molecules turning out to be more 
complicated and the approval norms 
becoming strict, the costs of developing 
a new drug from its inception to com- 
mercial launch have skyrocketed to 
about $1 bn, which is by no means a 
small sum for cash-starved domestic 
pharma companies. Besides this, the 
clinical trials, an absolute necessity in 
drugs research, account for a stagger- 
ing 43% of the total R&D investment, 
and obviously put severe strain on the 
bottom lines of the companies. Esti- 
mates suggest that, on an average, it 
requires 12-14 years, sometimes 20 
years, to successfully launch a new 
drug. But the investors’ community, 
who earlier bought into the generics 
story with alacrity, now seems to have 
lost their patience. The shareholders 
have started showing their skepticism 
over the increasing R&D expenditures 
with no commensurate income. But the 
pharma companies can’t leave out 
their best bet, i.e., R&D, because this 
is the only pill through which a pharma 
company can reach the pinnacle of suc- 
cess. On the other hand, they can’t also 
ignore their generics business which 
fetches easy cash flows to them. So 
they have to simultaneously nurture 
generics business as well as continue 
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“Indian pharmaceutical companies have started to reinvent themselves in response 
to market challenges, and they look very different than they did just five years ago. 
But it is no longer enough just to be responsive. To succeed, companies need to get 
ahead of the dynamics that are rebalancing the market.” 


In their quest for new drugs as well as to de-risk 

their generics business, big pharma players in India 

are hiving off their R&D units into separate compa- 

nies. How do you see this trend? 

Apurva Shah & Binoy Gardi: I feel that 

this trend will continue for some time. There 

are several reasons for this: 

> The companies who have done this or 
announced this have unleashed a lot 
value for the shareholders. The markets 
welcome this move. 

> It gives clarity to the management and 
the markets as to where the money is 
being made and where it’s being spent in 
the company. 

> R&D is nota short-term investment and 
does not always show tangible returns. 
The method of valuing the generic busi- 
ness and NCE research is very different; 
so when there is transparency, the com- 
panies get better value for each of these 
businesses. 

> The Key Performance Indicators (KPI) 
are quite different for both the busi- 
nesses, so the management can hold the 
people running each business account- 
able for the targets in each business. 

CR Chenthir K: With product pipelines 

drying up worldwide, it is a quite welcome 


to make investments in R&D. Hence, 
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move by the Indian pharmaceutical indus- 
try. But I feel it will take a long time for the 
companies to change their mindset and 
shift their focus from generic orientation. 
Even if they shift focus, it will take a long 
time to create value and much more time to 
unlock value. 

Uday Baldota: Though it appears to be a 
trend, if you look deeper, the rationale for 
each company to separate their R&D units is 
different. Some want better focus on each 
business (generic and innovation), some oth- 
ers want to reduce the R&D expenditure in 
their main company. While some want to 
share the risk with PE investors, a few want 
to raise money via such a separation for fur- 
ther investment in the R&D business. 

The rationale for moving the innovative 
R&D business into a new company at Sun 
Pharma is strategic and not at all financial. 
With 14% of net sales being invested in 
R&D, we still have the highest EBITDA 
margin in the industry. Also, Sun Pharma 
had a cash balance of US$400 mn and hence 
this demerger was not to raise any further 
cash. 

We believe that the generic and innova- 
tion businesses have very different risk and 
return profiles and hence need to be run in- 


in orcer to minimize the high risks as- 
sociated with drugs research and, at 
the same time, to keep the discovery 
program intact, domestie pharma com- 
panies are hiving-off the NCE R&D 
into a separate company. This is also 
helping the companies to zero in on 
their core generics business which is 
comparatively less risky, thus aiming 
to boost their balance sheets, going 
forward. 
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Analysts who have been tracking 
the development in the pharma indus- 
try suggest that through this smart 
move, pharma companies can curtail 
their R&D expenditures and improve 
the margins of their stand-alone busi- 
ness by as much as 3-4%. They add that 
this strategic move may yield greater 
returns in the long run. Once the hived- 
off R&D units start churning out new 
products, the management may prefer 
to unlock the value of these demerged 


entities. And in the coming years, the 
market price of these companies will 
definitely be higher than the book value, 
and consequently, the pharma compa- 
nies can make money by diluting stakes 
to strategic investors such as private 
equity firms and venture capitalists. 
They can thus easily recoup the initial 
investments for the new R&D ventures. 
“You take the R&D assets of all Indian 
companies together and the market cap 
that the stock market is ascribing to 
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| dependently of each other. This separation helps us to bring 

into focus the innovative projects that Sun Pharma had in its 
pipeline. And with the demerger, we are beginning to see this 
change. 


Why are the pharma biggies adopting this business model? 
CR Chenthir K: It is one of their major de-risking strategies. 
This initiative will reduce their current R&D costs and im- 
prove the margins of current business. But 
the most visible reason is to attract alli- 
ances and investors. But it could be quite 
interesting to watch this nascent Indian 
trend of wanting to spin out research units, 
as Indian pharma has pioneered many in- 
teresting business models earlier also. 
Uday Baldota: Such a separation of the 
drug discovery unit into a new company and 
away from generics is something we at Sun 
Pharma started, and several others have 
followed suit. Simply put, these two busi- 
nesses are very different and hence need to 
be run independently. We are not sure if the 
same rationale applies to everyone. In fact, 
in several of these hive-offs, you will observe 
that the generic company continues to own a 
stake in the high risk R&D company or the 
other way around. 

This is very different from what we have done at Sun 
Pharma. Sun Pharma did not retain any stake in the R&D 
company, but instead gave the same proportional ownership 
to all the then shareholders of Sun Pharma. This gave an 
opportunity to the shareholders to choose if they want to re- 
tain a stake in the innovation company, in the generic com- 

a pany, or both. And we have seen that there has been a signifi- 

cant change in the institutional shareholding of SPARC post 
listing. 
Utkarsh Palnitkar: The trend is set to continue with compa- 
nies taking a re-look at their business model with enhanced 
focus and credibility amongst all stakeholders: investors, in- 
novator company alliances and regulatory agencies. 
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The reasons are many and interlinked. The benefits that 
research-driven companies are seeking by demerging their 
R&D arm are noted below in brief: 

e Attracting a separate class of investors, who appreciate 
both the relative long-term nature of such activities as well as 
the huge upside potential should breakthroughs be achieved. 
This also leaves the existing business relatively insulated 
from higher R&D costs. 

e In recent cases, the concerned compa- 
nies have restricted the hive-off to New 
Chemical Entities (NCEs) only. However, 
the drug delivery system and the clinical 
and the generic part continue to remain 
with the parent. The rationale being that 
generic business and innovation are two to- 
tally different businesses, with different 
time frames, certainty profiles, and invest- 
ments. The approach to the projects that 
scientists need to take is also entirely dif- 
ferent. The demerger would provide greater 
flexibility and impetus to the Drug Discov- 
ery Research Program while unlocking sig- 
nificant value for the company and its 
shareholders. 

e Furthermore, costs escalate as new 
drug candidates mature (proceed to ad- 
vanced stages of clinical trials) and hence, funding becomes 
an important issue. 

e The advantage is that the companies can sell either part 
or a substantial portion of their stakes in the demerged enti- 
ties to raise funds for new R&D ventures or simply to even 
recover their capital. Listing on the stock exchanges also gives 
them better visibility and helps to command better valua- 
tions. Of the demergers that have happened so far, Dr. 
Reddy’s has kept Perlecan Pharma unlisted and has licensed 
out four products to a company for clinical development. 
SPARC is a full-fledged research company that discovers and 
develops new drugs/delivery systems. 

e And last, creation of a separate company is an innova- 
tive way to mitigate the risks involved in the drug discovery 


them today. By 2015, these assets 
would have an approximate value of 
US$65 bn. But if you create a separate 
company specifically for research, then 
value could be as high as US$100 bn by 
that time. So the demergers would add 
significant value,” opines Dr. Swati 
Piramal, Director, Strategic Alliances 
- & Communications, NPIL. 

Moreover, a majority of the Indian 
pharma players involved in new drug 
discovery are also engaged in generics 
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business as well as in domestic formu- 
lations market. But the generics busi- 
ness is facing increasing pricing pres- 
sures globally due to intensified compe- 
tition and fewer product launches. And 
India is not an exception to the global 
trend. Price-based competition in the 
domestic market is severe and the in- 
dustry is also highly fragmented. Given 
these constraints, resource generation 
for investment in R&D activities is in- 
creasingly becoming tough. Further- 


more, the prices of drugs in India are 
regulated by the state, and there is 
little money left for research unlike in 
other Asian countries such as China, 
Korea, Israel and Taiwan, where re- 
search activities are hugely encouraged. 
So in order to unleash more money and 
to keep their business intact, Indian 
pharma players are adopting the strat- 
egy of hiving off their R&D divisions 
into separate units. These hived-off en- 
tities can raise capital on better terms 
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business where, despite years of expensive research, the suc- 
cess ratio is still small. 


What are the challenges on the way for new drug discoveries? How do 
you see the role of private equity in this regard? 

Apurva Shah & Binoy Gardi: As I mentioned earlier, one 
cannct always see tangible returns in the R&D business in 
the short to medium-term and there are different methods of 
valuing the business. It is a high risk high return business. 
We need a knowledgeable stock market to 
value this, and shareholders need to under- 
stand this in order to support this business. 
It cannot last if it’s treated as a fad. 

The KPI for the staff are also not the 
same as in normal businesses, so if this is 
not understood the right talent cannot be 
nurtured and it will be a big challenge to re- 
tain and develop talent for this industry. 

VCs and specific funds can play a major 
role in funding and supporting this busi- 
ness. This has been the trend in the west. 
The investor needs a very good understand- 





large-scale human trials could be another. As Indian stock mar- 
kets are not going to fund at such levels of risk, the funding will be 
through tapping private equity investors and global pharmaceu- 
tical companies. 
Uday Baldota: Drug discovery, relative to generic pharma, 
is a high risk high return proposition, and the challenges of 
resources, uncertain time to market and likelihood of a prod- 
uct never coming to market remain the same the world over. 
For some companies with financial resource constraints, 
Private Equity could offer funding and pos- 
sibly bring in some expertise, but that 
would also mean giving away significant 
upside. 
Utkarsh Palnitkar: Buoyed by India’s laws 
recognizing international pharmaceutical 
patents, more than a dozen Indian compa- 
nies have launched new drug discovery pro- 
grams or have reinvigorated existing ones 
since 2005. The key to the future of India’s 
pharmaceutical industry will depend on its 
ability to scale back its reliance on low-cost 
manufacturing and to foster innovation. Ac- 


ing of the whole R&D process and hence Uday Baldota cording to industry sources, the aggregate 

only the funds that have such knowledge Vice-President R&D expenditure of 20 leading pharma 

would be able to support it. By holding a Investor sel Sun Pharma companies increased by 6.8% to Rs 2,207 cr 
umpDal 


stake in several such development compa- 
nies, the investor brings a lot of synergies 
and value to the investments. You need deep pockets to sus- 
tain this and patience to be able to realize the full value of 
the investments. Veeda is working with a few VCs/Funds to 
offer their investee companies early drug development pack- 
ages. This is a win-win situation for both and a very good 
example of how smart investors can get value for the devel- 
opment companies. 

CR Chenthir K: Indian companies typically invest around 9% 
of revenue in new drug research, well below the international 
average of 14%, getting this critical mass could be the major 
challenge. Funding the last stage of drug development involving 


from private equity and venture capi- 





during 2006-07 from Rs 2,067 cr in the pre- 
vious year, despite a few leading companies 
like Ranbaxy Laboratories, Ipca Laboratories, Strides 
Arcolab, Glenmark and Shasun Chemicals and Drugs cutting 
down their R&D spending. 

Venture Capital (VC) funding in India is severely limited. 
Funding has been largely in the area of Private Equity players 
who provide development capital. The focus is more towards 
the ‘D’ rather than the ‘R’ in Research and Development. Most 
venture capitalists are unwilling to invest in biotech R&D. 
Rather, they want to fund companies whose products and 
markets are clearly identified or commercialization of tech- 
nologies already developed. 


line. Innovative research produces re- 


talists who well understand the inher- 
ent risks of this R&D business and are 
willing to go long haul Moreover, this 
demerger should help attract and re- 
tain the best talent by using incentives 
such as Employee Stock Options 
‘(ESOPs). It is expected that this 
should translate into more determined 
anc serious research and ultimately 
new drugs in the market in the next 
five vears. In fact, this could be the first 
step towards making India the next 
pharma R&D hub after US, Europe 
and Japan. 
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Hiving-off frenzy 

Mumbai-based Sun Pharma has been 
the early bird. In July last year, it 
orchestrated the debut of India’s first 
dedicated pharma R&D company on 
the Bombay Stock Exchange (BSE). Sun 
Pharma Advanced Research Company 
(SPARC) is now the demerged and in- 
dependent new drug R&D division of 
Sun Pharma. Defending his company’s 
pioneering move, Dilip Shanghvi, 
Chairman and MD of Sun Pharmaceu- 
ticals, has commented that, “The idea 
was to bring in focus on the innovative 
projects that SPARC has in its pipe- 


sults over the long-term and hence it is 
a bit premature to talk of the realiza- 
tion of objectives. But with this separa- 
tion, we are beginning to see sharpening 
of focus.” Now such hiving-off of R&D 
activities seems to have caught the 
fancies of other pharma players too. 
Major pharma companies, such as 
DRL, Ranbaxy, Nicholas Piramal, 
Natco Pharma, and Strides Arcolabs, 
have either deployed or are planning to 
deploy similar de-risking strategies. 
Hyderabad-based DRL has acted 
as a vanguard by forming India’s first 
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| Government grants are available, but they tend to be rela- 

tively small. In recent times, schemes such as SBIRI and the 
NIMITLI program have provided alternative avenues for 
funding. Some state governments have set up biotech devel- 
opment funds and earmarked significant amounts to invest 
in companies located within their boundaries. An example is 
Gujarat Biotech Venture Fund Ltd. (GVFL), whose first invest- 
ment under its biotech fund was providing an early stage funding 
of Rs 2 cr to Ahmedabad-based Celestial Biologicals Ltd., pro- 
moted by the Intas Group. GVFL Ltd., for- 
merly known as Gujarat Venture Finance 
Ltd., is widely regarded as the pioneer of ven- 
ture capital in India. 

Due to the massive resources needed to 
bring a drug to market (in excess of $800 
mn) no single start-up can invest in drug dis- 
covery solely. This has resulted in an ava- 
lanche of partnerships and alliances in the 
pharmaceutical sector. 

Many Indian pharma companies 
have partnered for R&D, which include big 
names like Zydus Cadila, Dr. Reddy’s, 
Ranbaxy, Nicholas Piramal, Biocon, etc. 
Most of the companies have tied up with 
other specialist research companies for de- 
velopment of new drugs for diseases like 
cancer, diabetes, malaria and nervous sys- 
tem disorders. 

Similarly, Dr. Reddy’s has partnered 
with the ClinTec International for the clini- 
cal trials and co-development of its anti- 
cancer drug. ClinTec International will possess the market- 
ing rights for European markets, while the commercializa- 
tion for the rest of the world and US markets would be re- 
_ tained by Dr. Reddy’s. It has also tied up with Torrent 
pharma for the exclusive marketing rights of its two hyper- 
tension drugs in Russia, where Torrent has a strong market 
hold. 
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What are the lessons to be learnt from the international experiences? 
CR Chenthir K: Reducing cost and saving time could be a 
major lesson. Identifying market needs and creating public 
private partnership are also very crucial. 

Uday Baldota: We have to learn in terms of systems used 
for the management of research, getting diverse areas to 
function cohesively. Also, we have to learn to pace research, 
so that efforts can be focused on projects with manageable 
risk. 

Utkarsh Palnitkar: Indian companies 
would need to find ways to strike a balance 
between making high investments in inno- 
vation to help drive future growth, while still 
generating short-term revenue growths im 
order to partake in the high risk drug devel- 
opment market. This would result in more 
collaborative drug discovery and develop- 
ment deals with innovator companies 
across the value chain. 

Diversified Indian companies are adopt- 
ing business strategies based on cooperative 
approach for drug discovery to strategie 
sourcing to divesting of manufacturing as- 
sets, with a buyback business as seen in 
2006 and 2007, and which is expected to con- 
tinue. 


Other Issues? 

Utkarsh Palnitkar: Indian pharmaceuti- 
cal companies have started to reinvent 
themselves in response to market chal- 
lenges, and they look very different than they did just five 
years ago. But it is no longer enough just to be responsive. To 
succeed, companies need to get ahead of the dynamics that 
are rebalancing the market. This requires a greater reliance 
on scenario-based planning, a sharper focus on realizing pro- 
ductivity gains from sales and marketing expenditures, and 
continued investments in basic drug discovery and research. 


integrated drug development com- 
pany, Perlecan Pharma Private Lim- 
ited, in 2006, by roping in Citigroup 
Venture Capital and ICICI Venture 
Capital. Moreover, DRL has already 
transferred four NCEs for clinical tri- 
als to Perlecan. Currently, DRL holds 
14% stake in Perlecan and will gradu- 
ally raise it to 62% depending upon the 
success of certain R&D ventures. NPIL 
has also spun off its drug research op- 
- erations into an isolated entity, and it 
expects to list the demerged entity by 
May-June. The company boasts of a 
dozen NCEs in its pipeline and 7-8 of 
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them are likely to reach human trials 
very soon. Ajay Piramal, Chairman of 
Nicholas Piramal, is visibly optimistic 
and has predicted that once the 
demerger process is completed, the con- 
solidated operating margin would in- 
crease by almost 3%. Other pharma 
players are also joining the bandwagon, 
albeit with minor modifications in their 
strategies. Like NPIL, two other major 
pharma players, Ranbaxy Laboratories 
and Wockhardt, have also announced 
plans to demerge their NCE R&D. 
Gurgaon-based Ranbaxy’s board of di- 
rectors has already approved the 


demerger of the company’s New Drug 
Discovery Research (NDDR) into a 
subsidiary, christened as Ranbaxy 
Life Science Research Limited 
(RLSRL). This is indeed a major step 
in creating an independent pathway 
for NDDR with dedicated resources 
and a better focus for long-term 
growth. It has been decided that all as- 
sets, liabilities, research personnel, 
and the pipeline’ related to NDDR 
would be bypassed to RLSRL. Further, 
it is proposed that RLSRLequity 
shares will be listed at BSE and NSE, 
while GDRs will be listed at the Euro- 
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Š> pean stock change. At this crucial junc- 


ture, Malvinder Mohan Singh, CEO 
and MD of Ranbaxy Lab, has com- 
mented that, “The demerger of our 
NDDR unit into a separate entity es- 
tablishes a robust structure to carry 
out path-breaking research at the cut- 
ting-edge of modern medicine. It will 





also enable RLSRL to create intellec- 
tual property at a faster pace while po- 
sitioning it for the future.” Wockhardt 
is also following its industry peers. 
Wockhardt’s dedicated drug discovery 
researchers have developed a number 
of lead molecules in the anti-infective 
category, which are currently in various 
stages of development. WCK 771 that 
has started Phase II human clinical 
trials is the most advanced of these 
molecules. In this make or break situa- 
tion, Wockhardt is seriously mulling to 
hive off its NCEs and high-value prod- 
ucts R&D into a separate company to 
fructify its overall business. However, 
Mumbai-based Glenmark Pharma- 
ceuticals recently did the reverse: it 


- kept R&D and hived off its generics 


arm. Now sensing the unsavory truth 
that market may undervalue the R&D 
division of the pharma companies, a 


| Chartered Financial Analyst | 


it makes business sense for the Indian pharma 
players to forge alliance with global players. 


Bangalore-based pharma company, 
Biocon, has planned to list its contract 
research arm, Syngene International. 
Whatsoever, an important param- 
eter in the hiving-off process is to first 
value the assets to be hived off. And 
the Indian pharma industry has not 
been valued for its NCE pipeline so far 


and R&D has only been viewed as an 
expenditure item pitted against the 
bottom line, whine the companies. 
Moreover, valuation of the R&D pipe- 
line of Indian players is somewhat 
weighed-down by the fact that there has 
not been a big hit (successful drug mol- 
ecule) so far. Moreover, the Indian in- 
vestors don’t have great respect for in- 
novation and this will take time to 
evolve. It requires a cultural and soci- 
etal change to make this happen. The 
government and other regulatory bodies 
here can play an important role in de- 
termining the success of drug discovery 
research in India. One form of govern- 
ment support would be the Public-Pri- 
vate Partnership (PPP) models that can 
provide the much-needed boost to this 
segment. This PPP model can help com- 
panies fund the molecules at different 
stages of development, provide assis- 





indian Pharma 


tance for conducting clinical trials and 
get faster regulatory approvals. The 
public sector will also be immensely 
benefitted by getting access to drugs of 
high therapeutic use meant for mass 
distribution at significantly low-costs. 
Given the tremendous opportunities in 
Indian pharma and the inherent cost 
advantage, many experts believe that 
India will soon be recognized as a re- 
search hub. 


Foreign alliances 

Now, the Indian pharma players are 
treading with utmost care. Firstly, 
there is no such instance anywhere in 
the world of hiving off R&D business 
into separate entity. Western biggies 
such as US’s Pfizer and UK’s 
GlaxoSmithKline—whose drugs Indian 
pharma have replicated so far—have 
not done it beforehand. Nor have any es- 
tablished generics players such as Teva 
of Israel or Sandoz of Germany. Sec- 
ondly, the R&D satellite is parting 
from the parent company at a crucial 
juncture. More drugs are entering the 
critical human trials phase where cash 
burn rates increase substantially. At 
this time, if they can’t arrange funding 
for this activity, there will be absolute 
mortality. Moreover, the Indian 
pharma players are well-equipped to 
do the early stage research, but lack 
the financial muscle to take a promis- 
ing new molecule to advanced stages of 
development. Moreover, worldwide the 
R&D business is becoming tougher 
with declining productivity and spiral- 
ing costs. 

So, it makes business sense for the 
Indian pharma players to forge alli- 
ance with global players. Both Indian 
and global innovator pharma compa- 
nies have realized the benefits of 
partnering. NPIL, Orchid Chemicals 
and Jubilant Organosys have already 
entered into an alliance with foreign 
companies to leverage technology, cost 
advantage and talent to develop 
NCEs. Ahmedabad-based Zydus 
Cadila is the latest to join the band- 
wagon and announced collaboration 
with upcoming Swedish pharma com- 
pany, Karo Bio, which has expertise in 


| May 2008 | 53 


Industry 


EEE 


nuclear receptors, structural biology 
and drug design. Under the collabora- 
tion, Karo Bio will develop lead mal- 
ecules for inflammatory diseases such 
as rheumatoid arthritis, inflamma- 
tory bowels disease, psoriasis and 
asthma, which together represent a 
potential market of $10 bn. “In India, 
new drug discovery research is in a na- 
scent stage and it will take years for us 
to develop certain technologies and 
knowledge critical for drug develop- 
ment. Collaborations bring synergies 
into the process and critical knowl- 
edge,” opines Dr. Rashmi Barbhaiya, 
Chief Executive and Managing Direc- 
tor of Advinus Therapeutics Private 
Limited, a drugs discovery company 
funded by Tata Group. Bangalore- 
based Advinus, which is developing 
drugs in collaboration with US multi- 
national drug major Merek, also has a 
discovery program with the Switzer- 
land-based Drugs for Neglected Dis- 
eases initiative (DNDi), a non-profit 
R&D organization, to develop original 
therapies for visceral leishmaniasis or 
kala-azar, an India specific disease. 
“Collaborations bring in synergy and 
global scale in research efforts. The in- 
vestments can be fructified by develop- 
ing a global blockbuster drug, which 
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DRL > To rapidly advance the existing as well as future NCE assets through 


will be a huge business opportunity for 
both the parties,” comments Venkat 
Jasti, Vice-Chairman and Managing 
Director of Suven Life Sciences, the 
Hyderabad-based drugs discovery 
company. A few months ago, Suven 
inked a deal with researchers at Uni- 
versity of Minnesota, US for devising 
new therapies to treat HIV/AIDS pa- 
tients. 

The economic gains of such deals are 
impossible to gauge at this stage since 
the drug discovery process takes 10-15 
years. Moreover, most of the companies 
are reluctant to disclose the financials 
involved in such deals. Whatsoever, 


this trend shows discernible signs that 
the Indian drug discovery segment is 
maturing fast. Recently, NPIL has en- 
tered into a research collaboration 
with France’s Pierre Fabre Laborato- 
ries, one of the largest drug companies 
in Europe, to develop cancer drugs. 


see results. 
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To create an independent pathway for Drug Discovery Research; 


> Operational freedom and flexibility for new growth opportunities; 
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The established players are investing for the 
future and preparing for a long wait, before they 


Chennai-based drug major Orchid 
Chemicals and Pharmaceuticals has 


signed a pact with California-based ~‘ 


Cellworks Research, a drug discovery 
specialist firm, for the discovery of in- 
flammation-related disorders. Though 
the future of these joint ventures is un- 
certain, undeniably it’s a right step be- 
cause historically it has been seen that 
most of the blockbuster drugs avail- 
able in the world today were developed 
through collaborations. 


Results do matter 
Despite all these hoopla, drug research 
is still a tricky business. And at the end 


of the day, laboratory results are all 
that matters. All the euphoria and posi- 
tive sentiment could evaporate with one 
major miss. Already disturbing ques- 
tions have been raised over the viability 
of this new model. Speculations are rife 
that DRL’s strategic investors in 
Perlecan are pulling out. Moreover, 
there are grave concerns that DRL’s 
foremost molecule in clinical trials, 
which is in the same league as GSK’s 
Avandia, will suffer the same fate and 
be associated with increased heart 
risks. Drug research thus remains a 
gamble, and the elusive and unpredict- 
able molecules can make or break a 
company’s fortunes. However, the es- 
tablished players are investing for the 
future and preparing for a long wait, be- 
fore they see results. As of now, the in- 
dustry is also in a wait-and-watch mode 
as no one is willing to write off the In- 
dian players. Nevertheless, it’s quite 
undeniable that it is a step in the right 
direction, as every successful drug dis- 
covery can significantly change the com- 
plexion of the industry.= 


— Y Bala Bharathi and Sanjoy De 
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Curbing Volatility in Primary Market 


What It Takes 


In order to control excessive speculation and volatility, which now characterize any stock on the first day of listing, 
the market regulator, Securities and Exchange Board of India (Sebi) has planned a 25% price band on the issue 
price (on IPO of Rs 250 cr in size). In this regard, The Analyst invited eminent experts like Aditya Agarwal, Jt. MD, 
ICRA Online Ltd., Nikunj Kapadia, Associate Professor of Finance, Isenberg School of Management, Peter Shea, 


CEO, Daniel Stewart & Company, Deven R Choksey, Managing Director, Kisan Ratilal Choksey Shares and 
securities Pvt. Ltd. and Mukesh Kothari, Founder, Chittogarh.com to share their views on the topic and other 


related issues. 


How do you view Sebi’s recent proposal of 
imposing a price band of 25% to curb volatility 
on the day of listing of new shares, post-IPO? 
Aditya Agarwal: Imposition of a price 
band of 25% seems to be a move in the 
right direction. We have witnessed high 
volatility on the day of listing with 
prices rising astronomically, leaving 
the retail investor totally confused and 
flabbergasted. This rise in prices may 
not necessarily be supported by ad- 
equate volumes, pointing to manipula- 
tion by vested interests. The vibrant grey 
market has lured many investors into 
the primary market. Retail investors 
don’t completely comprehend company 
valuations and invest based upon the 
grey market premium (unofficial trades) 
and the advice of the intermediaries 
with a hope to cash in on listing. This 
imposition of the price band should effec- 
tively address the volatility in newly 
listed stocks. It may not be a complete 
solution in itself, but would surely im- 
part some sanity to expectations. 
Mukesh Kothari: Imposing a price 
band of 25% will actually be beneficial 
for long-term investors and will also 
help Sebi to curb volatility due to mar- 
/ ket manipulations on listing day. Even 
though this is not the only way to avoid 
volatility and IPO share price may still 
rise/fall 25% each day, this is the best 
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solution available at this time. Other 
solutions to stop share price manipula- 
tion on the listing day are more compli- 
cated and they may require changes to 
current IPO workflow. This approach 
carries few disadvantages of circuit 
shares. For example, suppose the mar- 
ket situation has changed for the worst 
and there are no buyers in the market 
for listed IPO stocks. The stock prices 
may still slip 25% every day before an 
investor actually gets a chance to exit 
from it. This chance will help the inves- 
tor discover the share price gradually. 
This approach will also help to change 
the mindset of seeing IPO investment 
as quick return, which is among the 
major sources of price manipulation on 
listing day. 

Nikunj Kapadia: The presumption of a 
curb is that it allows the flippers (the 
investors who want to sell their allotted 
stock immediately) to get out of the 
market without creating a panic in the 
market. However, any type of an im- 
posed price band is dangerous as not 
only can it hinder price discovery, but it 
can, in fact, exacerbate volatility by 
making flippers rush in before the curbs 
get imposed. A better policy would be to 
let the investment banks have discre- 
tion in allocating shares so that the 
banks can use their judgment in placing 





the shares with investors who are likely 
to have a longer horizon. 

Peter Shea: The proposal by Sebi to 
restrict price movement on listing day, 
while welcome as an attempt to provide 
some control, is unlikely to be success- 
ful. Markets in the west have demon- 
strated on a regular basis that price 
discovery will evolve via supply and de- 
mand relative to company perfor- 
mance expectation. Each country that 
has undertaken a retail approach to of- 
ferings has seen substantial price 
volatility in the offerings. In Britain, 
with the introduction of privatization, 
under the then conservative govern- 
ment, many companies owned by the 
government undertook their offerings 
on a retail basis and many individual 
investors took the opportunity to take 
quick profits from first day move- 
ments. Few, if any, of the retail inves- 
tors where there for the long-term. 


Do you feel that this could hinder price discov- 
ery? 

Aditya Agarwal: Price discovery would 
not be hindered due to the imposition of 
a price band on the day of listing, rather 
it should become more efficient as price 
movements would not be very sharp but 
steadier, and supported by adequate 
volumes. Price alignment may happen 
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over the following trading sessions, if 
need be. Price discovery is a continuous 
process as the stock prices get revised 
based on several factors. The markets 
are efficient to gauge a reasonable value 
of the stock depending upon the market 
conditions and the outlook of the com- 
pany, the industry and the economy, 
amongst other factors. 

Deven R Cheoksey: Price discovery is 
done through the grey market opera- 
tions. Red Herring Prospectus (RHP) 
provides the price band and actual 
quantity, which in turn is used for arriv- 
ing at the grey market premium. 
Mukesh Kothari: Not actually, but 
this will help in controlling unwanted 


through book building route? Please 
comment. 

Aditya Agarwal: Removal of price 
band would be dangerous especially for 
the retail investors. The investor needs 
to know the price band and be mentally 
prepared to take risk up to a particular 
level. Retail investors do not have the 
requisite understanding and know-how 
for assessing the valuation of the stock, 
and it would be difficult for them to ar- 
rive at a fair valuation. This could lead 
to more manipulations in the market as 
the company raising funds may try to 
fetch more value from the stock and 
may get tempted to adopt an improper 
route. Effective participation may then 


The proposal by Sebi to restrict price movement 
on listing day, while welcome as an attempt to 
provide some control, is unlikely to be successful. 


price movement on listing day. Until we 
move to a more robust price discovery 
mechanism, this approach will help 
market regulators to stop a few indi- 
viduals from abusing the system for 
their personal gains. We believe that if 
an IPO share price moves outside +/- 
25%, it’s because of volatility and not 
because of company valuation or a step 
towards the price discovery. This ap- 
proach will also help the investors dis- 
cover the price progressively. 

Nikunj Kapadia: It can hinder price 
discovery especially on days when the 
market is down. On these days, the rush 
to exit would in fact create excess vola- 
tility that might even further hurt price 
discovery. 

Peter Shea: The approach offered is 
likely to hinder price discovery but only 
temporarily, it is not possible to fight 
the market, again using Britain’s ex- 
ample, when trying to maintain the 
pound against the euro the government 
of the day eventually gave in having 
poured billions into the currency mar- 
kets to support the pound. 


A better alternative could be to allow the re- 
moval of a mandatory price band on IPOs 
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be limited only to the institutional 
space. 

Deven R Choksey: The book building 
system has a limitation, as pro-rata al- 
lotment is systematically misused for 
creating artificial demand for the IPO. 
Investors, in turn, apply in excess of ac- 
tual requirements as they calculate ac- 
tual allotment based on the number of 
times the IPO gets subscribed/oversub- 
scribed. Also, the subscription is mis- 
construed and/or misunderstood as the 
actual demand, which in turn is used by 
grey market for price discovery; pre- 
mium so arrived at or traded in grey 
market is finally used for arriving at the 
listing price. 

Mukesh Kothari: As the stock market 
has grown big and the IPO count each 
year is increasing, we definitely need a 
more sophisticated price discovery 
mechanism. There are few options 
available which are more refined and 
well-tested by various world markets, 
including Dutch auction. But the 
changes required for implementing 
these new mechanism are huge. The 
current price discovery using book 
building process is doing a good job in 
most of the cases. There are definitely a 


few loopholes which need to be fixed im- 


mediately, and imposing 25% circuit fil- 
ter is a positive step towards that. 
Nikunj Kapadia: I think a better alter- 
native is to allow discretionary allot- 
ment instead of proportional allotment. 
That way, the responsibility of finding 
long-term investors lies squarely on the 
shoulders of the investment banks. 
Peter Shea: Book building will cer- 
tainly help the problem but thought has 
to be given as to how the retail investor 
can be given access. 


Bringing institutional investors at par with re- 
tail investors by asking the former to pay the 
entire application amount upfront could also 


help in curbing volatility in share prices upon— 


listing. Do you agree? 

Aditya Agarwal: If this practice was 
instituted, many institutional investors 
would prefer picking up these newly 
listed stocks in the secondary market, 
rather than deploying huge sums of 
money for paying the entire application 
amount upfront. This blocked money 
would make IPOs less attractive for the 
institutional investors, unless the pro- 
cess is made more efficient. This would 
reduce the participation of institutional 
investors in the IPO. The 10% margin 
could be increased to a more reasonable 
level but paying 100% upfront would not 
be in the best interest. The refund time 


of 15 days needs to be slashed down by at F 
least 50%. Rather than asking the insti- ` 


tutional investors to pay the entire ap- 
plication amount upfront, it would be 
more appropriate to treat the retail in- 
vestors at par and reduce the application 
amount for them as well. The primary 
market is an important means of 
spreading the equity cult and bringing 
more and more investors to the stock 
markets, and need to be encouraged as 
far as possible. The allocation for retail 
investors can also be increased. 

Mukesh Kothari: Institutional inves- 
tor pays only 10% of the bidding amount 
at the time of placing order for IPO 
shares. This causes oversubscription in 


this category of IPO. Many IPO retail in- - 


vestors follow the overall IPO subscrip- 
tion figures before applying for an IPO at 
a particular price, and Qualified Institu- 
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tional Bidder (QIB) quota oversubscrip- 
tion plays a significant role in that. Mak- 
ing all the investors pay the same 
amount at the time of bidding will bring 
more scalability to the bidding process. 
Nikunj Kapadia: The cost of having in- 
stitutional investors pay upfront would 
be too high. I do not think it is advisable. 
Peter Shea: Payment up front could 
potentially help although this is likely 
to be only of limited benefit. The volatil- 
ity probably comes as much from retail 
profit taking as it does from the institu- 
tional side. 


What practices developed markets like the US 
follow to curb volatility in newly listed shares? 
~- Aditya Agarwal: The open auction 
method is one methodology used by 
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Aditya Agarwal Deven R Choksey 


companies in the US. This was used by 
Google for their IPO as well. However, 
data reveals that the listing gains of 
most IPOs under the auctioning system 
has been less volatile. However, this 
method of raising money through IPOs 
has not really caught on as it has met 
with limited success. 

Mukesh Kothari: Mature markets 
like the US stock market have much lib- 
eral price discovery mechanism. Under- 
writers perform a very crucial role in this. 
Underwriters discuss the appropriate 
issue price with the company and sell the 
shares to its preferred high net worth in- 
dividuals and trusted customers who in- 
vest for relatively longer terms. The 
number of people investing in IPO stocks 
‘in the US just for listing gains are far 
less than what we have in India or worse, 
almost none. Also, the US financial sys- 
tem is supported not only by strong tech- 
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nology, but also by the judiciary to catch 
and prosecute the defaulters or market 
manipulators. 

Nikunj Kapadia: Most investment 
banks provide aftermarket support 
when the stock starts trading. The ex- 
tent of aftermarket support that an in- 
vestment bank is willing to provide de- 
pends primarily on the green shoe op- 
tion. Thus, increasing the limit on the 
green shoe might be an effective way of 
making investment banks provide 
more aftermarket support to curb vola- 
tility of newly listed shares. 

Peter Shea: Volatility is controlled in 
the US and Europe by the process of sta- 
bilization where for a period of the time 
the lead underwriter can provide addi- 
tional stock to calm price or in reverse 


Peter Shea 





take up stock that is depressing prices, 
in general, this approach has worked 
well. 


Other Issues? 

Deven R Choksey: Buyer (investors) 
and sellers (company) should meet on- 
line on BSE and NSE secondary market 
platform. The trading should be called 
IPO session and the same can be kept 
working in parallel with secondary mar- 
ket during market hours. The buyer 
places order to ‘buy’ in the given price 
band (as they place order in secondary 
market) and the seller accepts or puts 
across the counter price, within the 
price band. The transaction so matched 
by the trading engine will be cleared by 
the clearing house as per the practice 
prevailing in secondary market, cur- 
rently on T+1 basis. The entire system 
will have maximum transparency as 


Mukesh Kothari 
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orders are matched online and allot- 
ment of shares takes place on the 
settlement day. By design this system 
ensures that the IPO works on first- 
cum-first basis, resulting in faster 
completion of allotment (Sebi too wants 
the same). Since there is no artificial 
demand, the ‘excessive’ application is 
prevented which also results in unnec- 
essary pressure on systems starting 
from application to allotment, thereby 
saving substantially on costs. This is 
beneficial for the company as well as for 
its investors/shareholders. The pressure 
on banking will also be considerably re- 
duced as banks are no more required to 
process IPO applications. There won’t 
be working capital shortage in the 
banking/financial markets as was seen 


l an = 
Nikunj Kapadia 


in Reliance Power IPO, which resulted 
in a fall in secondary markets subse- 
quently. The undue advantage taken by 
banks/company in using the investors’ 
money till allotment will be curbed. As 
per the rough estimate, the float funds 
used in Reliance Power was estimated 
at Rs 110,000 cr for nine days, which @ 
9% rate of interest amounting to Rs 250 
cr +. The investors lost money to banks/ 
company just because of the inefficiency 
in the system. 

Mukesh Kothari: Whatever changes 
we make with IPOs in India, the ulti- 
mate messages which should go to com- 
panies, underwriters and retail inves- 
tors is that IPO investment is not just 
for listing gain. It’s an opportunity for 
long-term investment.s= 


Interviews conducted by Imrana Moghul 
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Boom or Bubble? 


Commodities have always witnessed boom and bust cycles, but this time a 
fundamental change is driving the market. 





he bull market in commodities 

is now in its fifth year and has 

been witnessing a rally not seen 
in more than five decades. The price of 
copper quadrupled, gold more than 
tripled, and oil doubled over the past 
five vears. The skyrocketing commodity 
prices have apparently started to chal- 
lenge the laws of physics. Adding fuel to 
the markets’ fire, fund investments in 
commodity indexes and other products 
are expected to exceed $120 bn by 2008. 
compared with $80 bn last year, accord- 
ing to estimates from Barclays. Fund 
managers are investing billions of dol- 
lars in commodities as a hedge against 
the explosive growth of the world’s 
money supply, currency devaluations, 
and the negative interest rates pursued 
by central banks. Against this back- 
ground, investors are pouring cash into 
commodity futures because other 
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choices seem less attractive. Precious 
metals, agro-goods and oil are breach- 
ing record levels. Leading global com- 
modity indices have delivered double- 
digit positive returns against negative 
returns generated by global equity indi- 
ces. 


The issues behind 

The stupendous growth in China and 
other emerging nations, coupled with 
dwindling global supplies, has shaped a 
super cycle that is driving the commod- 
ity prices higher. Besides, the continu- 
ous depreciation of dollar value has also 
provided a perfect environment for the 
dollar-denominated commodities to 
soar higher. All of a sudden, equities 
have become unsafe assets in the face 
of credit defaults in the financial mar- 
ket and the looming recession in the 
US economy. The falling equity indices 


worldwide have made commodity ir 
vestment more attractive than eve 
before. Even sovereign wealth fund 
and hedge funds have started shiftin 
their investments from equities t 
commodities. 


Changing dynamics 

In terms of Return on Investment (Rol ) 

agriculture commodities have long beer 

regarded as the poor cousins of precious 

metals, but this perception is changing 

Prices for soft commodities have re- 

mained strong due to the increased de- 

mand for biofuels, driven by exorbitant 

oil prices. Governments in the US and 
many European countries led by UK 
want to reduce oil dependency with the 
increased use of biofuels. Moreover, 
stringent environmental regulations 
have deferred the opening of new mines, 
as most US states still prohibit off- 
shore drilling. These developments are 

driving the market to look for alterna- 

tive fuels, particularly ethanol, which is 

derived from corn, maize, oil seed, palm- 
oil and sugar. 

In the US, 20% of the maize crop is 
set aside for ethanol production, up 
from a mere 3% in 2004. Brazil, the 
largest ethanol exporter in the world, 
is planning to double ethanol exports 
from £308 mn to £667 mn by 2010. 
These developments have diverted 
considerable acreage from foods to 
fuel, plummeting food availability. At 
a time when global grain inventories 
are at 40-year lows, equivalent to just 
15% of annual demand, many analysts 
regard that the promotion of ethanol 
as a next-generation fuel, is a massive 
policy blunder that could fuel food 
prices further higher. Weather condi- 
tions have also played a significant 
role in the agro commodities price 
hikes. For instance, adverse weather 
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Financial Markets 





NTERVIEW 


“There is no doubt that the price action over the past few months has characteristics 


of a bubble.” 


How do you view the current commodity boom and 
the ‘actors behind the boom, and how far are the 
supply-related issues adding further pressure on 
commodities prices? 

I view the current commodities boom as a 
coincidental depletion of inventories across 
most commodities, which is due to both a 
lack of investment to bring on sufficient sup- 
ply and a surge in demand. Right now, we 
are on the brink of a turning point of this 
cycle in some commodities, for example, in 
oil. In the 1990s, oil prices were at very 
steady levels around $20 and did not encour- 
age much investment. As emerging econo- 
mies have matured, gaining a greater thirst 
for oil in their development, demand has 





James R Crandell 
Commodities Analyst 
Lehman Brothers 





years will see additional capacity enter the 
market, as well as a possible softening of 
demand due to problems in the US spread- 
ing globally. 


Do you subscribe to the argument that decoupling 
of the US with the developing world is fueling the 
current commodities boom? 

I do not subscribe to this completely and I - 
believe that the effect of failed decoupling 
may still be yet to come. Through the finan- 
cial channel, the Chinese stock market has 
dropped roughly 45% from its highs, with 
very serious wealth consequences. Equity 
valuations in Southeast Asia (excluding 
Japan) have provoked many to describe 


outpaced supply and prices have responded. Rising prices en- 
coureged new investments, not only in oil but across the com- 
modities landscape, where current supplies were just not 
enough. In the next few years, the fruits of these investments 
will reach the market and serve to bring on supplies. Supply- 
related issues will always hamper markets, for example, 
strife in Nigerian oil production, or power cuts in South Africa 
affecting metals output. These serve as short-term hin- 
dranees, as could delays in investment. However, the next few 


conditions in Kenya, the world’s largest 
supplier of black tea, has led to more 
obstructive market conditions, while 
further instability in Ivory Coast, the 
world’s largest cocoa producer, is also 
causing problems. The prices have been 
further aggravated by recent droughts 
in Australia. 


Supply jitters 

The supply-demand imbalances are also 
adding further pressure on commodity 
prices. Supply bottlenecks are common 
across most commodity markets, as the 
existing capacity has struggled to meet 
a strong demand from the rapidly devel- 
oping economies. Almost all the indus- 
trial metal inventories are at a 30-year 
low compared to metal consumption. 
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diminished. 


Rising population is another concern. 
According to the United Nations, the 
world’s population surpassed 6.7 bil- 
lion in 2007, providing a vastly expand- 
ing market at a time when food stocks 
globally were at the lowest levels. In- 
creased competition between crops of 
food and fuel for land space has contrib- 
uted to supply constraints throughout 
the agricultural sector. 

Delays to new supply and disrup- 
tion to existing supply are pushing up 
the prices of gold and platinum. In the 
case of base metals like copper, lead, 
tin and aluminum, sustained demand 
from the Middle East and other Asian 
countries is pushing the prices higher. 
Demand for steel is expected to in- 
crease manifold by 2010 due to the in- 


what has occurred there as a bubble, with Asia ex-Japan 
equity valuations reaching 200% of GDP in 2007. Through 
the export channel, many Southeast Asian economies also 
might fail to decouple if economic slowing affects demand 
for goods in the developed world. Many industrial metals, 
especially aluminum, intensively require energy to manu- 
facture, and to that extent the demand for aluminum is less- 
ened, the demand for oil to manufacture aluminum is also 


creasing investment in the developing 
economies. Meanwhile, with non- 
OPEC countries failing to live up to 
their promise and OPEC too unwilling 
to increase output, oil supply continues 
to disappoint. 


Emerging economies 

The strong correlation between the com- 
modity prices and the US business cycle 
has become somewhat moderate with 
the emergence of economies like India 
and China. China’s economy grew by 
well over 10% in 2007, compared with 
an American growth rate estimated at 
about 2.5%. The thirst for oil is also 
growing in BRIC countries, where the 
demand for cars is growing at break- 
neck rates. China is in a rush to con- 
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“Commodities market is in the middie of another bubble, as the 
| prices of crude oil, copper, wheat and coffee reach multi-decade 
| highs while these products attract record financial investments.” 

Please comment. 

There is no doubt that the price action over the past few 

months has characteristics of a bubble. Long-biased index 

flows into commodities have served to prop up the price of 
many commodities. However, just as new money can be in- 
vested when commodity performance looks strong, money can 
flow out when the opposite is the case. Recently, commodities 
appear especially attractive as an alternative in an environ- 
ment where equity and credit returns have suffered. But 
there is a fundamental problem with this. Why should com- 
modities be attractive in an environment when many specu- 
late that the US has entered recession with possible global 
consequences? A serious downward correction in demand 
could be ahead. 

< How far government policies and stiff environmental rules are dampen- 
ing the mining production? 

I'd generally say that the government has tried to facilitate 

increased investment in the mining industry, for instance, by 

opening it up to international companies. 


is there any linkage between central banks (rates cuts) policies vis-a-vis 
current commodity boom? 

There are a couple of linkages. The first relates to the dollar, 
which has weakened as the US has more aggressively cut 
rates than the rest of the world. Investors wishing to hedge 
against a falling dollar might wish to purchase a good that 
rises in value as the currency weakens. Returns in dollar- 
priced WTI have averaged much higher from 2003 to the 
present than returns denominated in the euro or yen, as the 
dollar has performed the weakest during this time frame. 


struct new factories and roads to meet 


Commodities Market 
Furthermore, rate cuts in addition to non-traditional mea- 
sures by the Fed have increased liquidity in the US financial 
system without parallel increases in the amount of commodi- 
ties on the market to be purchased. Theoretically as well, 
cheaper financing and borrowing costs could lead consumers 
to purchase more commodities; however, with the difficulty in 
obtaining credit in many countries, real borrowing ability 
may not have actually increased. 


How far global financial markets crisis is fueling the commodity market 
boom? 

Only to an extent, but I think a more accurate characteriza- 
tion is that it has extended it with the ‘new fundamentals’ of 
dollar-hedging, inflation hedging, and increased fund inflows. 
Fund inflows are in part the result of investors fleeing tradi- 
tional equity and bond allocations, and looking for something 
else to achieve higher returns and greater diversification. For 
those that believe emerging markets will not be affected by 
the current slowdown, investing in commodities is one way to 
express this view. 


Will the boom last for long, or will the bust occur in the near 
future? 

One thing that is very difficult about predicting cycles is the 
timing of a turn. A catalyst event can result in a violent price 
swing and a new equilibrium. Many cite the start of the credit 
meltdown in the US as the collapse of two Bear Stearns-run 
hedge funds. This event was very unpredictable and we can- 
not know what could tip commodity prices to the downside. 
We have raised the price average for which we see oil trading 
in 2008 to $93 very recently. However, in line with many of my 
other comments, we think that this cycle for oil will turn and 
remain lower for the medium term. 


The US Fed seems determined to 


the increasing demand from growing af- 
fluent urban population. At the begin- 
ning of this decade, China and India 
used to guzzle approximately 8% of the 
world’s oil, and today their share has in- 
creased to over 11%. According to the 
International Energy Agency, between 
2003 to 2007, China’s industrial revolu- 
tion resulted in 31% increase in the glo- 
bal crude oil demand. During the same 
time, China was responsible for more 
than 60% of the increase in global de- 
mand for copper, 70% for aluminum 
and 80% for zinc. 


~ A boom or bubble? 


Analysts predict that commodity mar- 
kets are in the middle of another bubble 
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waiting to burst. Tobias Levkovich, 
Chief Equity Strategist, Citigroup, 
says, “A commodity bubble is poised to 
burst, increasing the risk of investing in 
mining and agricultural companies. A 
number of catalysts may be coming to- 
gether to end the current commodities 
craze. The risk spills out to agricultural, 
mining machinery and energy equip- 
ment and services.” Chances are that 
inflation, rather than overcapacity, may 
bring down this cycle. The latest con- 
sumer confidence data revealed that 
the US consumer sentiment is already 
on the wane due to the sharp downturn 
in the housing market, and this may in- 
crease the pressure on the Federal Re- 
serve to lower US interest rates still 


further. 


fight the current financial crisis with 
liquidity, ignoring inflationary risks. 
The Fed has opened new windows of li- 
quidity by decreasing interest rates to 
push up demand in this boom cycle; 
therefore, inflationary pressure is 
building up. In fact, the US Fed’s latest 
interest rate cuts will only stimulate 
growth in emerging economies, which 
will further increase demand for com- 
modity prices. 


Speculation and commodities 
craze 

In the previous commodity boom cycles, 
economic recession has been one of the 
triggers for commodity busts. Today, 
the difference now is that the monetary 
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Gold vs. S&P Index Performance 
Last one year 


Gold (traz) 1 Year Change 32.10% 


2007 
Source: /nternational Herala Tribune 


system is very sophisticated in taking 
risks. According to the International 
Monetary Fund (IMF), the real reason 
commodity prices have not reacted so 
far to the sluggish US economy yet is 
because of the proliferation of financial 
speculation by the continuous influx of 
new investors in the sector as a diversi- 
fication play. Investors have pumped an 
additional $30 bn in the first two 
months of 2008, rising total invest- 
ments in commodities to $172 bn. 
Gene Epstein, former Chief Econo- 
mist, New York Stock Exchange, esti- 
mates “index funds now account for 40% 
of bullish bets on commodities. The 
speculative juices are even more plenti- 
ful—nearly 60% of bullish positions— if 
you count the bets placed by traditional 
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Crude Oil vs. S&P Index Performance 
Last one year 
80 


Crude Oil (bbl) 1 Year Change 77.90% 
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2007 


Source: /nternational Herald Tribune 





>” 


commodity ‘pools’.” Most of the new re- 
tail investors believe that industrial- 
ization and urbanization of emerging 
countries would decouple them from the 
economic slowdown in the US and re- 
sult in a robust demand for commodi- 
ties in the long run. Against the global 
financial turmoil, commodities will be- 
come vulnerable and their lucky streak 
may come to an end. Besides, if the dol- 
lar starts to gain strength against other 
currencies again, the super cycle might 
come to a halt, and the commodities 
prices will tumble. 


Down but not out 

As supplies are falling considerably 
year after year and demand is increas- 
ing from investors with the introduction 


Agricultural Prices 
(in US dollars) 


index, 1997 = 100 
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Wheat vs. S&P Index Performance 
Last one year 


Wheat (bu) 1 Year Change 70.03% 


of exchange-traded funds, the trend for 
commodities is clearly looking up- 
wards. The gold market, in particular, 
would get support from the growing de- 
mand from central banks in the Middle 
East and Asia. Shyamal Gupta, Head 
of Institutional Business, Kotak Com- 
modity Services, thinks it as more of a 
long overdue correction and adds, “The 
sell-out in the commodities is to add li- 
quidity and this is seen as a shake-out. 
This will eliminate small players in the 
market, who would be forced to de-hedge 
their positions. The current phase is a 
temporary one where the commodities 
could see a fall for the time being, con- 
solidate, and then rebound.” 

Commodity prices are still rela- 
tively cheap, when compared to infla- 
tion adjusted prices of 1980. Commodi- 
ties would have to show sharp price in- 
creases to reach their inflation adjusted 
highs. Moreover, most of the commodi- 
ties booms are likely to stretch for at- 
least a decade, with super booms span- 
ning as long as two decades. Consider- 
ing that the commodities prices have 
started increasing from 2004, they are 
not going to peak until 2012. It will be 
tough to prevent the ascent in commod- 
ity prices because it is linked to events 
beyond the US, particularly to the in- 
dustrialization and urbanization of 
emerging economies. s 


— N Janardhan Rao and PS Sarath Chandra 
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Alcatel-Lucent 


Merger in Tatters? 
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The record quarterly loss, besides the string of losses in the past, suffered 
by the French Telecom equipment maker puts a question mark over 
the wisdom of the cross-Atlantic merger between France’s Alcatel and 


US-based Lucent. 


hen Patricia Russo appeared 

at her first press conference, 

after being appointed as the 
CEO of the global telecom equipment 
behemoth Alcatel-Lucent in December 
2006, she was visibly pleased. But, 
since then, the America-born lady has 
had little reason to cheer about, as the 
world’s largest telecom equipment 
manufacturer has posted four consecu- 
tive quarterly losses. 

Ever since the merger, the company 
has been suffering and the share prices 
have plummeted by around 60%, and it 
was the worst performer in France's 
benchmark CAC 40 Index, which de- 
clined by 17% during the same period. 
- Aleatel-Lucent’s market value has also 
plunged by €13.5 bn since December 
2006, when Alcatel SA of France bought 
Lucent Technologies Inc. of US. 
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The merger, which was mainly the 
outcome of strategic compulsion, has 
never shown much promise and soon 
started to earn the shareholders’ wrath. 
In the first year, as a merged entity, the 
company posted a net loss of €3.5 bn, 
and in the fourth quarter, the company 
reported a record loss of €2.58 bn, up 
from €615 mn a year earlier, whereas 
the analysts anticipated a fourth-quar- 
ter profit of €181 mn. The loss in 2007 
also includes a €2.5 bn write-down re- 
lated to the value of a mobile phone 
business owned by Lucent. 

A plan to eliminate 16,500 jobs at 
the time of the merger has also failed to 
compensate for price competition and 
falling orders. In October, Alcatel-Lu- 
cent raised its job-cut target to 20% of 
the workforce to give an impetus to the 
ailing merger and that too failed to 


fetch the desired benefits to the com- 
pany. Adding to the woes, the prospects 
for the year 2008 also seem to be bleak. 
The company is expected to incur a loss 
in the first quarter of 2008 as a result of 
‘seasonality’. It is anticipating an oper- 
ating loss in the first quarter and has 
forecasted adjusted operating margins 
of between 2.5% and 5% for the year 
2008. This spate of events has raised 
questions about the credentials of the 
CEO and the survival of the cross-At- 
lantic merger of equals. 


Cracks in the merger 

For the past few years, the telecommu- 
nications networking market has been 
witnessing a flurry of merger activities, 
particularly in America and Europe. 
Even in 2001, Paris-based Alcatel and 
New Jersey-based Lucent Technologies 
wanted to woo each other. However, due 
to some veiled reasons, the courtship 
did not materialize at that time. Never- 
theless, the two struggling giants ulti- 
mately tied the knot in 2006 in a deal 
valued at $1.1 bn. The rationale behind 
the merger was to exploit the emerging 
market demands for high-end technolo- 
gies, including critical safety and secu- 
rity applications. 

What further bolstered the merger 
logic was the fact that the merging enti- 
ties shared complementary product 
portfolio and their integration could un- 
leash an unmatched competitive edge 
to rule the market. The deal was ex- 
pected to be aided by the strong posi- 
tions in increasingly hot sectors such as 
IMS (IP Multimedia Subsystem) and 
IPTV. In the world of broadband, this 
merger was billed as a match made in 
heaven because Alcatel had been the 
market leader in wireline broadband 
access deployments and Lucent was 
very strong in wireless CDMA deploy- 
ments. 
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Thus, the analysts felt that the 
merged entity had the potential to be- 
come a very solid team in the fixed wire- 
less convergence field. At the time of the 
merger, the then emphatic CEO of 
Alcatel, Serge Tchuruk, gloated, “A 
combined Alcatel and Lucent will be 
global in scale, have clear leadership in 
the areas that will define next-genera- 
tion networks, boast one of the largest 
research and development capabilities 
focused on communications, and em- 
ploy the largest and most experienced 
global services team in the industry.” 
However, sadly, the much-promised 
trans-Atlantic merger could not deliver 
the expected results, and like many 
mergers it has also ended up eroding 
the shareholders’ wealth. 

The fourth quarter results have sur- 
prised even the most pragmatic ana- 
lysts. The fourth quarter write-down 
was related to the reduced value of as- 
sets (mainly wireless networks of the 
CDMA variant), which belonged to US- 
based Lucent, before the merger had 
raised concerns over the wisdom of the 
Franco-American merger. This has ob- 
viously led to the easy conclusion that 
the Alcatel shareholders had overpaid 
for Lucent. However, the irony is that 
Alcatel-Lucent’s slow-growing CDMA 
business has a dominant share in the 
US market, and the company expects 
its sales to leapfrog as it rolls out a 
next-generation technology called W- 
CDMA. 


Stock Performance of 
| Alcatel-Lucent (in $) 
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However, Patricia Russo has con- 
ceded that revenues did not grow as per 
expectations, which means that 
Alcatel-Lucent’s market share is set to 
decline in the face of stiff competition 
from the likes of Stockholm-based 
Ericsson (ERIC) and Finland-based 
Nokia Siemens Networks, a joint ven- 
ture of Nokia (NOK) and Siemens (SI). 
Moreover, the US subprime mortgage 
crisis is also squeezing Alcatel-Lucent 
earnings. With fewer homes being built 
and sold, spending on broadband equip- 
ment—traditionally one of its strongest 
businesses—is also showing a declining 
tendency, while tighter credit is making 
it harder for telecom operators world- 
wide to invest in new equipment. “The 
subprime issue has far-reaching ten- 
tacles,” Russo commented. She further 
cautioned, “We don’t know how bad it 
will be.” 


Still hope floats high 

However, the CEO averred, “While the 
long-term prospects of our industry re- 
main good, the macroeconomic environ- 
ment has created uncertainty in our 
markets in the last few months.” 
Alcatel-Lucent has said that it expects 
the global communications equipment 
and related services market in 2008 to 
be ‘flat to slightly up’ at a constant euro- 
dollar exchange rate and ‘slightly down’ 
at the current rate. “The biggest prob- 
lem is the outlook for this year,” com- 
mented Nomura Analyst Richard 
Windsor. “Where are the 600 million 


euros promised in savings for 2007? \ 
Looks like they are going in the pockets | 
of customers, not in the pockets of 
shareholders.” In the light of the outlook 
and results, the group has also 
scrapped the dividend payment for 
2007. Even rivals such as Swedish- 
Telefon AB LM Ericsson and Nokia Si- 
emens Networks have already given 
downbeat forecasts for the market in 
2008. Even the US networking giant 
Cisco has reported a weak outlook and 
warned of a rapid slowdown in the US 
and European orders. 

After a string of profit warnings last 
year, Russo faced down bouts of specu- 
lation that she and chairman Serge 
Tchuruk were under pressure to quit. 
Russo predicted that the company 
would recover its market share in the 
GSM and WCDMA mobile-phone tech- 
nologies in 2008. She said, “We are go- 
ing to do everything we can to gain mar- 
ket share in 2008.” Alcatel-Lucent said 
in a statement that it expected from the 
start that integrating the companies 
would take three years, and that the 
success of such a large-scale deal can’t 
be judged after the first year. The com- 
pany also expects that the steps it is 
taking to improve its performance will 
reap fruits in the future. 

The little subdued CEO has claimed 
that in less than two years after its 
merger, Alcatel-Lucent has started 
dishing out a slew of new products 
based on combined technology. The 
hopeful lady CEO has claimed that the 
increasing deployment and integration 
of communications technology into en- 
terprise systems is driving sales as well 
as fueling a cultural shift among cus- 
tomers. Moreover, speculations are rife 
that the sovereign wealth fund created 
by the French government, which has re- 
cently acquired a 2.85% stake in 
Geneva-based semiconductor giant 
STMicroelectronics, may also directly 
intervene in the restructuring saga at 
Alcatel-Lucent that has failed dismally 
to live up to the promises of the 2006 
merger.= 


~ Y Bala Bharathi and Sanjoy De 
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Airport Privatization in Japan 


Noise About Narita 


Japan, which is planning to privatize Narita International Airport, one of its 
biggest airports, faces growing protests from both within the country as well 


as from abroad. 
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he histery of airport 
privatization does not have too 
many happy memories. Thus, it 
was really not surprising to see that 
ever since Japan announced its plan to 
privatize its busiest Narita Interna- 
tional Airport, voices of protests and 
concerns are being heard from not just 
local travelers but across the borders. 
What lies at the root of the controversy 
is the latest bill by Japan’s transport 
ministry, which aims at limiting foreign 
ownership in the country’s airports. One 
of the main objections raised to the 
privatization of domestic airports in 
Japan is the fear that restricting for- 
eigr. ownership could jeopardize the 
ambitious privatization program which 
aims to bring in more professionalism. 
efficiency and effectiveness to the way 
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airports are run. The Japanese govern- 
ment, which is the sole owner of the air- 
port, is planning a public float of Narita 
International Airport Corp., which will 
operate the Narita airport sometime in 
fiscal 2009. 

However, the government, in a volte- 
face, has removed the controversial part 
from the bill proposals which were to be 
presented during the current Parlia- 
mentary session ending on June 15 and 
included a limit on foreign stakes in air- 
ports to less than a third of voting 
shares due to security concerns. But the 
Japanese government, which faces op- 
position from some of its own ministers 
and lawmakers, has vowed to revisit 
that decision as soon as possible, with 
plans not to delay it any longer than 
2008 end. “I support the decision to take 


more time to examine this issue. It is in 
the right direction,” said Hiroko Ota, 
Economic and Fiscal Policy Minister, 
one of the several ministers in the rul- 
ing government who had been vocal 
against the proposal. She added, “This 
is a very important issue because it is a 
touchstone on how to meet two goals, 
which is to open up the country while ~ 
ensuring national security.” 

Narita, located some 80 kms from 
Tokyo, is one of the three international 
airports besides Kansai and Chubu 
Centrair in Japan. However, the airport 
has been plagued by problems stem- 
ming from its strained relations with the 
local community, limited infrastructure, 
inefficient operations (it is one of the ex- 
pensive airports) and business practices 
(read: lack of transparency), and exces- 
sively high charges since its completion 
in 1978, according to the American 
Chamber of Commerce in Japan 
(ACCJ). Besides, the airport has also 
drawn flak for its inadequate service as 
it has failed to match services/amenities . 
provided at other international airports. 
Japan is the largest aviation market 
outside the US and Europe with 54 mil- 
lion passengers annually. 


Mounting concerns 

One of the major concerns is over the 
security issue. Critics often cite the ex- 
ample of Britain’s Heathrow Airport to 
substantiate that British Airports Au- 
thority (BAA), the operator of the 
Heathrow Airport, which was acquired 
by Spain’s Ferrovial Group in 2006, has 
failed to check the recurrent logistical 
mess at the airport. In March, the Brit- 
ish Airways had to cancel dozens of 
flights due to snarl at the Terminal 5. 
The airport has drawn flak from travel- 
ers and politicians for its failure. This 
has raised serious concerns about the 


| Chartered Financial Analyst | 


‘wea 


Airport Privatization in Japan 





)_ INTERVIEW 


“It’s absolutely critical to have a strong regulatory body working alongside that to ensure that 
the airport response is a normal business world.” 


What is the current scenario of Japan airport 
privatization? 

Well, you have, currently, one building as the 
terminal of Hanida, which is the largest do- 
mestic airport privatized, and then Narita 
is the largest international airport of Tokyo; 
and it is in the process of privatization so the 
governmental authority now has to search 
for the cooperation of public and will be look- 
ing towards IPO in the coming year or so. 


a 


What kind of cautionary steps should the Japanese 
government take in the wake of your chief’s speech 
on airport privatization? 

A big message is, when you privatize a mo- 
nopoly—and airports are clearly natural 
monopolies—then it’s absolutely critical 


that you have a strong regulatory body working alongside that 





Anthony Concil 
Director, Corporate Communications 
International Air Transport Associa- 
tion (IATA) Geneva, Switzerland 





to ensure that the airport response is a normal business 


world. What does that mean? It means providing very good 
capacity meant to be met, to be committed, providing a high 
level of service that can be satisfied with, and it also means 


cost-efficiency. 


Most global airport privatizations are very bitter ex- 
periences. Given that, what lessons should the 
Japanese government learn from those experi- 
ences? 

A lot of the privatizations that we’ve seen 
have had fatal flaws. The fatal flaw being, 
the regulator either not being empowered to 
act effectively, wherein some cases the gov- 
ernments have not chosen to establish pow- 
erful regulators. What we would hope is that 
they would be looking closely at what's going 
on in London, and you probably saw at our 
press release a few weeks ago where it’s ab- 
solutely clear that failure to put in effective 
regulatory structures results in the mo- 
nopoly basically being out of control. The 
proposed increase of 86% over the next five 


years is absolutely incredible. 


How do you see the future of airport privatization in Japan? 
If the regulatory structure is correct, it should be a positive 


move. That is what we always say: you have to lay the right 


foundation to ensure its effect. 


security at the airport. The issue is be- 
ing hotly debated now as to whether pri- 
vate players who are more inclined to 
reap profits could be worried equally 
about safety arrangements at the air- 


its baggage handling system, car park- 
ing troubles, staff security screening 
and general confusion over the unfamil- 
iar layout too have aggravated the woes 
of what is perhaps the world’s busiest 


airport. The fear about rise in costs re- 
lated to ground handling, airport devel- 
opment fees, etc., some of which get 
passed on to the travelers, also adds to 
the list of concerns. 


port. For instance, critics say that BAA 
was recently purchased by a Spanish 
industrial group, Grupo Ferrovial, and 
the security of Britain’s airports will be 
handled in the future by a company that 
got its start in construction. However, a 
counterview is that in the US where the 
Federal Government airport tookover 
all security measures in the aftermath 
of 9/11 attacks, airport security has not 
improved much. 

Travelers’ inconvenience is another 
major issue haunting the airports run 
by private players. The recent chaos at 
- Terminal 5 saw fliers miss their flight 
as their baggage could not be screened 
on time by the security personnel. Be- 
sides, the technical glitch that affected 
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Traffic Analysis 
Aircraft movements, passengers and cargo 
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Source: Annual Report, 2006, Narita International Airport Corporation 
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However, not all of these concerns 
may be true always. For instance, ac- 
cording to common perception about a 
price rise in the aftermath of 
privatization, some studies suggest oth- 
erwise. According to Charles Sander, 
Vice-President of Airport Operations 
Unisys Global Transportation, “The 
track record of privatization provides con- 
clusive evidence to the contrary. Airside 
charges are lower at Heathrow and 
Gatwick than they were in 1987, while the 
market value of BAA, now privatized, has 
increased threefold.” For instance, in 
Australia and the UK, the two countries 
which have led in airport privatization, 
evidences clearly illustrate that 
privatization has resulted in upgraded 
standards for safety and security, better 
services for users and, in some cases, sav- 
ings for airlines. In his paper, “Airport 





Ten Key Lessons in Airport Privatization 


Privatization: Trends and Opportuni- 
ties,” he writes that the problem is not 
with privatization, but the lack of proper 
transition planning. He observes, “Un- 
like in Australia and the UK, there have 
recently been some cases in which gov- 
ernments and/or the winning bidders 
haven’t planned adequately for the 
handover of the airports to private op- 
erations. Primarily, this is because of 
the lack of requirement for a profes- 
sional transition plan to accompany the 
financial bid and/or weak, unproven 
plans submitted with the offers.” 
Another important issue which 
needs to be addressed in right earnest 
is that of establishment of a regulatory 
body. “Few years ago, we favored 
privatization of airports, but unfortu- 
nately the experience was fraught with 
grave risks. This experience should act 


> Successful airport privatizations engage customers as key stakeholders from the outset in 
establishing the master plans, financial plans and the economic regulation process and then 
involve them in an ongoing and regular basis through agreed processes and full transparency; 
> efficient management is the key to successful privatization, since cost of capital is almost 


always higher in the private sector; 


> Good governance is more important than transferring ownership to the private sector, in order for 
privatization to be in the public interest. However, privatization through lease sales will be detri- 
mental to the public interest if royalties to the government are excessive; 

> Independent, robust economic regulation will always be necessary to create incentives for 
efficiency imorovements and for sharing these gains with customers in the private monopolies 
created by privatization. If the government retains a shareholding and controls the economic 
regulator, there is automatically an unacceptable conflict of interest; 

> The most successful economic regulation has been where the regulator is also overseen by an 
independent competition commission to prevent too comfortable a relationship between the 


regulator and the regulated entity; 


> Economic regulators have sometimes been good at extracting maximum value from existing 
assets, but have not been good at ensuring cost-effectiveness from new investment, 

> Mechanisms to incentivize cost-efficiency and continuous improvements must be built in from 
the outset. CPIX price cap regulation will create the incentives for efficiency improvement, 
whereas direct or rate-of-return regulation risks preserving monopoly profits and inefficiencies in 


the early stages of a privatized airport; 


> In order to ensure good quality as well as cost-effective service, it is essential to have in place 
service level agreements (or similar systems) to ensure that service quality standards are main- 


tained and improved: 


> Controls must be put in place to prevent unjustified asset revaluations and moves to dual-tll 
accounting, which leave costs common to both aeronautical and commercial services, bur- 
dening airlines and their passengers with substantial charge increases; 

> Anew model, for structuring infrastructure providers in the private sector, is emerging, which 
could in theory better serve customers; a debt-financed private company structure limited by 
guarantee, accountable to a board of customers and business partners. In practice this still may 
not prevent ‘gold-plating’ on investment programs. Customer involvement remains essential. 


Source: |ATA 
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as a wake-up call for all governments , 
and should put in place tough regula- } 
tory mechanisms,” said Giovanni’ 
Bisignani, Director General and CEO of 
International Air Transport Associa- 
tion (IATA in an interview. He cited the 
experiences of the countries such as the 
UK, Mexico, and Hong Kong, which have 
gone for privatization of their airports, 
where either the absence of a regulator 
or the regulator’s ‘inefficiency’ led the 
private operator to make huge profits 
by hiking user charges substantially 
and providing no benefits to the travel- 
ers. He added, “If the private parties do 
not fulfill their part of the commit- 
ments, there should be a provision in } 
the agreement that the agreement it-4 
self can be withdrawn.” While in 
Mexico’s case, private operators failed 
to make the promised investment while 
they continued to increase user charges 
and made considerable profits that sug- 
gests the need for effective regulation, 
the snarl at Heathrow is a clear case of 
‘inefficient’ and ‘ineffective’ handling by 
the regulator, opined the [ATA Chief. 
Also, both the government and the 
private operator need to recognize and 
address in advance any potential 
risks. According to Sander, “It is essen- 
tial that privatization promoters rec- 
ognize and prudently plan for identify- 
ing whatever risks may imperil major 
capital investment. For example, fol- y 
lowing a privatization award, subse- 
quent changes of government may oc- 
cur that could result in a change or 
withdrawal of necessary public sup- 
port or, in the worst case, nullification 
of the award and renationalization of 
the airport or aviation enterprise.” 
“Another potential peril is when a new 
airport group, company or its parent 
organization experiences business 
downturns that preclude timely or re- 
quired investment or improvements. 
Again, while a known risk for govern- 
ments, this can be, and typically is, 
mitigated through properly structured 
privatization agreements and con- 
tracts preserving a government’s op- 
tion to reclaim the lease or concession 
and award it to a more qualified bid- 
der,” he added. Nevertheless, accord- 
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ing to him, all the stakeholders in the 
airport, including nations, airlines, 
\passengers, cargo operators and ship- 
pers, can expect to see improved busi- 
ness opportunities, better facilities 
and improved services. 


The privatization push 

Privatization of airports gathered mo- 
mentum towards the end of the 1980s 
with Europe in the forefront; the US has 
been lagging behind it even today. The 
British Airport Authority was the first 
global airport to be privatized. Today, 
countries in the Asia-Pacific and Latin 
American regions are increasingly 
privatizing their airports as surging air 
traffic and the lack of funding for airport 
infrastructure development have left 
governments with no option but to sell 
them to private investors who cannot 
only bring in the required financing but 
also capabilities to run the airports effi- 
ciently and profitably. The latest sta- 
tistics vindicate that. The global avia- 
tion industry is performing very well 
since 2001 and reshaping the business 
with 64% improvement in labor produc- 
tivity, 25% reduction in sales and mar- 





Empirical Results on Ownership Forms 


e Cost-efficiency Ranking 


1. Airports with private majority ownership 
(>50%); BAA, Australia, some parts of 


œ New Zealand, Copenhagen, Rome, etc. 


M 


2. US and Canadian Airport Authority. 

3. 100% Public Corporation (Crown Corp.) 

4. US City Run Airports. 

5. Mixed enterprise with government majority 
ownership. 

6. Airports with shared multiple government 
ownership. 

7. US Port Authority-run Airports—the least 
efficient form (3 NY-NJ; Boston; Seattle; 
Portland; Oakland). 

* Airports with private majority ownership 
achieve highest profit margin, and pay em- 
ployees well 

For the period of 2001-05. Total Airports: 142 

Source: Key Results of the 2007 ATRS Global Airport 

Benchmarking Report, Prof. Tae H. Oum, Sauder School of 


Business, University of British Columbia and The Air Transport 
Research Society (ATRS) 
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How Airport Privatization Is Working: Lessons from Australia 


Airport Privatization in Japa 





Australian Airport Privatization: Substantial Annual Cost Savings 


e Progressive outsourcing 


¢ Reduction in casual staff 





Utilities 


e Efficiency measures 


Maintenance 


e Renegotiation of utility contracts 


Improved scheduling efficiency 


10% 


e Emphasis on preventive maintenance 
e Supply-chain management 


Source: Robert J Aaronson, Strategies for Airports Inc. 


keting unit costs and 16% reduction in 
non-fuel unit costs. Thanks to all this, 
international passenger traffic has 
grown up to 7.4% with a high economic 
growth throughout the world. 

However, there are not many suc- 
cessful privatization examples. For in- 
stance, since 1987 around 23 airports of 
the world have been privatized and 
they are not as successful as they 
were expected to be. Many airport 
privatizations have failed because cus- 
tomers are not the key stakeholders and 
they are not aware of the financial plans, 
master plans and economic regulation 
process. Further, the privatization 
policies of the governments in many 
countries are not at all transparent. 
Also, the cost of capital is very high for 
the private sector. Given that, experts 
suggest that efficiency in airport 
privatization can be raised with in- 
creased competition and not just 
through increased investment. 


Just go ahead! 

Nevertheless, despite such concerns, 
Japan’s airport privatization has the 
ability to set examples for other airport 
privatizations in the world. Its record of 
safety is fantabulous. The airlines of 
the country has not witnessed an acci- 
dent nearly for a quarter of a century 
since the last accident occurred. The in- 
ternational airports and airlines are 
very much secure compared to 2001. 


Nonetheless, the country faces somi 
daunting challenges. For instance, thí 
total cost of Narita International Air 
port is the highest in the world, as com 
pared to other airports. The effective 
and independent regulation, which i: 
the main requirement for the success o 
privatization, is also missing from the 
scene. The Japanese government ha: 
not yet established a regulatory struc 
ture to govern private ownership 
Against this backdrop, it is certain thai 
the privatization will be highly politi 
cized in the near future, which, in turn 
may lead to delay in the implementa 
tion of the plan. Also, Japan has to face 
a strong environmental lobby like in the 
UK to build a second runway. 

However, experts feel that the air. 
port privatization may not face a bitte 
situation like other nations because 
Japan is rich with high technology, higt 
GDP and the kaizen population. Never- 
theless, it needs an independent airport 
regulator before selling the shares oi 
Narita for efficient operations and in- 
vestments. To ensure success of its air- 
port privatization program the govern- 
ment requires efficient and good leader- 
ship and proper implementation of the 
policies to optimally capitalize on the 
opportunities thrown open by the boom 
in the aviation sector.s 


— Amit Singh Sisodiya and Pratichi Samal 
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Airbus 


Dollar Pangs 








Airbus set a new record for aircraft deliveries and beat rivals in both jet 
orders and deliveries for the first quarter of 2008. However, a weak dollar is 
threatening the survival of the European plane maker. 





e European Aeronautic Defence 
and Space Company (EADS), is 
celebrating its triumph over US 

rival Boeing in the race for the biggest 
military contract werth $35 bn. Airbus, 
the commercial aireraft arm of EADS, 
which contributes two-thirds of its rev- 
enue, posted operating losses of €881 
mn, offsetting the strong performance of 
EADS’ military hardware businesses. 
As a result, for the first time in five 
years, EADS reported a loss of €446 mn 
in 2007 from a modest profit of €99 mn 
in 2006. The company’s earnings before 
interest and taxes fell from €399 mn to 
€52 mn. EADS is still under pressure to 
deal with Airbus, whose management 
is made up of former rivals from France, 
Germany, Britain and Spain. 
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Airbus was leading during the last 
decade as its rival Boeing had to 
grapple with a painful and slow restruc- 
turing. It had snatched the top sales 
spot from Airbus for the first time in 
2006 after introducing a new plane, the 
787 Dreamliner. However, the equa- 
tions changed and Boeing acquired 11% 
more market share in 2007. Boeing sold 
72 planes more than Airbus in the sales 
race in 2007, handing its European rival 
a second straight loss in the high stakes 
game of commercial aircraft sales. The 
Chicago-based US jet maker’s commer- 
cial aircraft orders rocketed past 1,400 
last year, compared to Airbus’ 1,341. In 
terms of deliveries, Airbus was ahead of 
Boeing by 453 to 441 in 2007. Airbus is 
blaming the poor performance on fac- 


tors such as the failure to deliver the 
A350 airliner and A380 superjumbo on 
time, delays and cost overruns in the de- 
velopment of the A400M military 
transporter and spending on reorgani- 
zation plan that was intended to get rid 
of 10,000 workers. 


Weak dollar: Spelling doom 4 
Airbus executives are particularly con- 
cerned about the surging euro exchange 
rate against the dollar. EADS has been 
one of the severe corporate critics of the 
weak dollar’s adverse impact on ex- 
ports. Airbus manufactures its 
aircrafts in the European region, but 
traditionally they are sold in dollars, 
the universal currency for the aircraft 
industry. Hence, it had to endure the 
negative dollar impact of €1.1 bn in 
2007. The company planned to increase 
its foreign currency hedging to deal with 
the mounting euro versus the dwindling 
dollar. Accordingly, it locked in an aver- 
age exchange rate of $1.26 in 2007, com- 
pared with an average spot rate of 4 
about $1.37. 

However, Hans-Peter Ring, Chief 
Financial Officer, EADS, warned that it 
would be painful for EADS to continue 
hedging with such a weak dollar. The 
dollar has fallen nearly 43% against the 
euro in the last six years, and EADS es- 
timates that every 10% upward move of 
the euro against the dollar would result 
in a drop of €1 bn revenue for Airbus. 
Louis Gallois, Chief Executive, EADS, 
says, “The dollar’s breach of $1.50 
against the euro was an indication that 
the group, which owns Europe’s flagship 
aircraft maker Airbus could face a pro- 
longed period of exchange-rate pain.” 
For Airbus, the challenges of currency 5 
and business cycle are still ahead, espe- 
cially with the looming economic reces- 
sion in the US. 
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Project delays 

The dollar is not Airbus’ only concern. 
The A380 superjumbo was deferred 
since incompatible software design at 
the French and German units led to 
troubles in linking the 300 miles of wir- 
ing in each aircraft. To speed up the 
assembling process, Airbus shipped in- 
complete sections of the aircraft to 
France. But workers could not read the 
manuals as they were written in Ger- 
man. Airbus spent almost €1 bn to re- 
solve the A380’s assembly-line mal- 
functions. Moreover, Airbus was forced 
to come up with innovative plans for 
A350-XWB mid-size passenger jet, af- 
ter customers demanded a costly rede- 
sign that pushed back production. Engi- 
neers are trying to come up with a spe- 
cific design for the A350 XWB in the sec- 
ond half of 2008. The redesign of the 
A350-XWB—a plane that is often 
hailed as Airbus’ reply to Boeing’s new, 
mid-size, fuel-efficient 787 
Dreamliner—resulted in a loss of 
around €850 mn in 2007. It was ex- 
pected to come to market about four 
years behind the Boeing 787. The 6 to 
12-month delay expected by the com- 
pany turned out to be longer. Cost over- 
runs ate away a major chunk of profits 
because of the A400M project delay and 
could cost as much as €1.4 bn. 


Will it power? 
Airbus first came to know that it was in 
for serious problems in June 2006, when 
A380 delivery was delayed for the second 
time. Its executives failed to grasp the 
magnitude of the company’s troubles. In 
response to the continuous dollar decline 
and delays in projects, Airbus had initi- 
ated a restructuring program, named 
‘Power8’, to put it back on the competi- 
tive market. Nevertheless, it has been 
facing political and union protests. 
Though Power®8’s purpose is to create an 
international company by revamping 
the company’s aircraft assembly pro- 
cess, dual management and dual nation- 
_ ality at every level are coming in the way 
of achieving that target. 

The success of any restructuring 
program ultimately depends on to what 
extent it is embraced by labor unions. 
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— Richard L Aboulafia* 


Vice-President (Analysis), Teal Group Corporation, US 





Airbus is aggressively selling planes to grow its market share. That, 
coupled with a strong euro, has reduced profits to nothing. This is 
happening just as Airbus needs cash to bring the A350 to market. 

The answer is to restructure under Power8, to reduce costs and, 
most of all, to sell factories to risk sharing partners that can provide 
cash and expertise. But European political interference and union 
concerns have prevented Airbus from bringing in 
international partners and factory investors. 

Airbus can gain market share and lose money as long as its stake- 
holders and shareholders don’t lose patience. Since a minority of 
EADS shares are actually floated, they don’t feel the pressure from 
equity markets as immediately as their competitors. But, if their stake- 


holders want to leave, the company could find that satisfying investors 
takes cash away from ambitious new product development efforts and aggressive market share 


goals. 


Right now, Airbus is outdelivering Boeing in two key segments—narrow-bodies, and the 
A330. Narrow bodies are most at risk from a US or global industry downturn. The A330 is jeopar- 
dized by the 787 and A330 production will ramp down as the 787 ramps up. Therefore, the big 
challenge for Airbus is to restructure under Power8 in order to bring the A350 to market, before that 


A320/A330 revenue diminishes. 


Airbus’s US Air Force tanker win looks pretty straightforward. They offered a new, 
larger product and sold it very effectively to the customer. However, Boeing is implying that the 
selection process was interfered with by politicians, and that this politicization distorted the true 
assessment. That might be right, but the KC-30 is a very competitive product. 


* Manages consulting projects in the commercial and military aircraft field and analyzes broader defense and aerospace trends. 


So far, Airbus and its parent EADS 
have not initiated any talks to garner 
support for the Power8 with the labor 
unions , which are against implement- 
ing it because each nation has its own 
labor laws. 

Both Airbus and EADS acknowl- 
edged that the restructuring plans were 
not enough to cope with the dollar’s un- 
bearable slide, as delays in a major mili- 
tary project pushed it to a deeper loss. 
According to the top management of 
EADS, the decline of the dollar to fresh 
lows against the euro means Airbus will 
have to save a further €1 bn by 2010. 
However, CFTC trade union in France 
had expressed its displeasure and 
vowed to oppose further job cuts of as- 
sembly workers or suppliers in addition 
to the 10,000 job cuts already planned 
under Power8 restructuring at Airbus. 


Fragmented supplier network 
Another stumbling block to implement 


the plan is the fragmented supplier net- 
work, which is spread over four na- 
tions—France, UK, Germany and 
Spain. Domingo Urena-Raso, Program 
Leader, Power§8, says, “It’s true, we have 
too many suppliers. Only a handful of 
these suppliers have the critical mass 
to work with us on new products. At the 
end of the day, we want fewer suppliers. 
If we reduced the number to about 15 
primary suppliers, it would be a big 
step forward.” Airbus understood that 
there is much more to Power8 than low- 
ering costs, selling of assembly plans 
and cutting jobs. It is about adjusting to 
Airbus’ culture, transforming it from 
one that often has been dominated by 
European states into a worldwide en- 
terprise that builds aircrafts as effi- 
ciently as possible. Tom Enders, Co- 
Chief Executive, EADS admitted that 
“it will take some time, but Power§8 will 
make Airbus substantially more inte- 
grated and efficient.” 
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Currently, Airbus intends to make 
the suppliers full-fledged partners in 
the assembly process so that it can con- 
centrate only on core activities. Six of 
its total 16 industrial plants will be 
changed completely: three will be sold 
off, and for the other three plants, long- 
term risk sharing partners, who can 
fund R&D to transform them from me- 
tallic material production sites to 
plants that develop and produce effi- 
cient products, will be selected. 


Triumph at Pentagon 

At this juncture, the only option avail- 
able for Airbus is to further cut costs. 
The best option is to shift component 
production from Europe to dollar-re- 
lated areas such as the US or other 
countries whose currencies are tied to 
the dollar to help balance the effect of 
the dollar. The US air force contract is 
the first step in that direction. In Febru- 
ary 2008, EADS along with its Los An- 
geles-based Northrop Grumman won a 
contract by beating its rival. It has 
bagged one of the largest military con- 
tracts in the history of Pentagon, worth 
€ 23 bn, to manufacture 179 mid-air re- 
fueling planes. 

EADS had taken several brave 
steps to capture the US market. 
Boeing, the pride of American aero- 
space, was outplayed on its home 
ground for a contract that could rise to 
$100 bn. Boeing, initially the favorite 


Airbus vs. Boeing 


Head-to-head rivalry 


$ Airbus 
Deliveries = Boeing (including MDC) 
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to win the deal, having built tankers in 
the past, assured a new boom, but 
failed to put up a prototype. EADS and 
its US partner Northrop Grumman 
presented a prototype of a tanker 
made from a remodeled A330 jetliner 
that could carry extra fuel than the 
Boeing’s proposal, a modified Boeing 
767. It also offered more flexibility for 
carrying freight, transporting troops, 


money.” 





airlifting refugees and distributing hu- 
manitarian aid. 

Moreover, Boeing seemed overconfi- 
dent and presented a plan that US Air 
Force officials thought would deliver 
only 19 tankers by 2013 against 49 by 
Airbus. While various components of 
the tankers will be produced in Europe, 
the A330-200 commercial freighters 
will be assembled in Mobile, Alabama. 
Even if the assembling process helps to 
save 10% only, the order allows Airbus 
to insulate from further downfall and 
could even help it win some more US 


2004 2005 


2006 2007 (est) 





defense contracts in the future. EADS' 
has already won four other tanker meg. 
tracts in competition with Boeing in 
Saudi Arabia, the United Arab Emir- 
ates, Australia and the UK. 


Sky is the limit 

Even though Boeing has lodged an offi- 
cial complaint against the awarding of 
the contract, EADS believes that it has 


“Naturally we are following the development of the dollar in the 
US with a bit of worry. When the dollar falls 10 cents, we need to 
save an additional € 1 bn to remain competitive. There’s no very 
short-term solution to the dollar. There is really nothing left to do 
other than look for other areas where we might save more | 


= 
— Thomas Enders 
President and CEO, Airbus 


already opened up new avenues for its 
troubled A400M military transport 
plane of Airbus. It is an indication that 
a group once divided along the national 
lines is beginning to operate like a nor- 
mal company. Despite ending 2007 in 
the red, EADS plans to pay an un- 
changed full year dividend per share of 
$0.18. EADS says that “it does not 
foresee any further material deteriora- 
tion on the development of the A350 
XWB mid-size, long-range plane, the 
NH90 helicopter or its A400M mili-* 
tary turboprop.” 

Airbus is confident that it had put 
the worst of the troubles linked to its 
flagship A380 superjumbo jet behind it 
and a burgeoning order book for 2008 
would help lift business. The military- 
aircraft contract win is a crucial break- 
through in the high-margin US military 
market, which will allow Airbus to bet- 
ter match it costs to dollar revenues. It 
also helps protect Airbus from the vola- 
tility of the commercial-airliner mar- 
ket and finally to expand its footprint 
in the US. It is on its way to improve its 
productivity growth and is taking off to 
have a huge presence in the US mili- 
tary market. Ra 


— N Janardhan Rao and P $ Sarath Chandra 
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The immediate benefits of BPO are certainly favorable; the long-term impact 
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utsourcing involves the trans- 

fer of the management and/or 

day-to-day execution of an en- 
tire business function to an external 
service provider. The client organiza- 
tion and the supplier enter into a con- 
tractual agreement that defines the 
transferred services. Under the agree- 
ment the supplier acquires the means 
of production in the form of a transfer of 
people, assets and other resources from 
the elient. The client agrees to procure 
the services from the supplier for the 
term of the contract. Business seg- 
ments typically outsourced include in- 
formation technology, human resources, 
facilities and real estate management, 
and accounting. Many companies also 
outsource customer support and call 
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center functions such as telemarketing, 
customer services, market research, 
manufacturing and engineering. 

‘Outsourcing’ and ‘offshoring’ are 
used interchangeably in public discourse 
despite important technical differences. 
Outsourcing involves contracting with a 
supplier, which may or may not involve 
some degree of offshoring. Offshoring is 
the transfer of an organizational func- 
tion to another country, regardless of 
whether the work is outsourced or stays 
within the same corporation. 


Types of BPO 


BPO is often divided into two catego- 
ries: back office outsourcing, which in- 
cludes internal business functions like 
billing etc., and front office outsourcing, 





which includes external business func- 
tions like customer-related services 
such as marketing or technology sup- 
port. Outsourcing is a trend that is be- 
coming more common in information 
technology and other industries for ser- 
vices that are usually regarded as in- 
trinsic to managing a business. 


—_ 


History of outsourcing 

The history of outsourcing dates back to 
the industrial development that began 
in the late 17" century. For example, 
the making of America’s covered wagon 
covers and clipper ship sails was a job 
outsourced to workers in Scotland, with 
raw material imported from India. 
Technology and economics had by then 
revolutionized manufacturing. The in- 
dustrial complex that Henry Ford built 
in the early 20 Century in Dearborn, 
Michigan, was the beginning of the 
saga. The first Ford Model-T which 
rolled off the assembly lines had about 
700 parts, which were outsourced. In the 
second half of the 20% Century, com- 
puter became the tool used to automate- 
office work. The entire office work was 
atomized to carry out the work more ef- 
ficiently and more quickly, but the com- 
plexity of the softwares and assembly 
mechanism made this task harder than 
usual. Then it was found that, just as in 
manufacturing, the solution to the 
growing complexity of office works 
(which are commonly known as white- 
collar jobs) was to outsource to compa- 
nies which specialized in specific pro- 
cesses. Companies began outsourcing 
the work of their IT departments —from 
managing the physical hardware to 
maintaining and upgrading business 
software. Once companies became com- 
fortable in outsourcing their business 
systems, they soon realized that they 
could do the same with the workers who 
operate them. Thus was born the 
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phrase “Business Process Outsourcing 
(BPO)”. Towards the beginning of the 
21* Century, with the cost of telecom- 
munications rapidly going down and the 
cheap availability of ‘high bandwidth’ 
Internet connections for data transmis- 
sion, some smart companies in the US 
began to move some of their business 
services abroad. 


Indian BPO industry 

The first US company to move its busi- 
ness services abroad was General Elec- 
tric (GE). GE pioneered the trend of 
outsourcing business to India when it 
set up its subsidiary GECIS—presently 
ı renamed GENPACT — in Gurgaon, near 
& Delhi in the mid-1990s. It applied the 
Six Sigma method of quality improve- 
ment to its Service Business. Later 
companies such as American Express 
and British Airways started operating 
back offices in India from the mid- 
1990s. 

The reason why outsourcing stayed 
out of the news in the early stages was 
because it used to happen on a small 
scale and was concentrated in some 
specific regions such as the US and Eu- 
rope. But now outsourcing is a $400-bil- 
lion-a-year industry and the world can- 
not afford to ignore it. Globalization, ex- 
plosive growth of the Internet, and the 
development of information society in 
every region of the world has made 
outsourcing an integral part of the 
world economy. India is one of the coun- 
tries which made its presence felt in the 
world economy by becoming the BPO 
hub of the world just as China became 
the manufacturing hub. India basically 
started supporting front office 
outsourcing in the early 1990s. 

The measures taken in 1991 proved 
to be fruitful because of globalization 
which yielded huge foreign direct invest- 
ments (FDIs). The IT-enabled services 
sector (ITES) in India has evolved radi- 
cally over the past few years contribut- 
ing immensely to Indian economy. 

From having mere call center opera- 
tion, the sector today provides a whole 
~ range of deliverables in the areas of 
transaction services, process manage- 
ment, business transformation and 
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other analytical services (see chart 
above). The global shift towards process 
outsourcing and the availability of low 
cost local talent pool are the reasons for 
the Indian BPO industry to grow at an 
impressive pace. 

In the past three years, the BPO in- 
dustry grew at 39% globally, with the 
Indian BPO accounting for a major 
share of it. Indian ITES-BPO exports 
grew from $6.3 bn in FY 2005-2006 to 
$8.4 bn in FY 2006-07. Today the ITES- 
BPO sector provides huge employment 
for talented graduates in India. The 
ITES-BPO employee base grew to 
553,000 in FY 2007 from 415,000 in FY 
2006. 

The rapid expansion of the ITES- 
BPO sector has been accompanied by 
an equally rapid adoption across a 
range of vertical industries. This wide 
range of services may be summarized 
into four broad categories comprising: 
Finance & Accounting (F&A), Cus- 
tomer Interaction Services (CIS), Hu- 
man Resource Administration (HRA), 
and Other Business services. 

These figures make it clear that the 
BPO sector has a positive impact on In- 
dian economy and has expedited its 
growth within a short span of time. As 
the Indian economy becomes more glo- 
bally integrated, businesses in India 
are beginning to face increasing levels of 
global competition and being pushed to 
deliver world-class levels of product and 
service quality. BPO has emerged as an 


BPO Sector 


effective means of entrusting special- 
ists with the task of consistently deliv- 
ering the desired high levels of quality 
leaving the client organizations to focus 
on their core businesses. While all these 
are one side of the coin, we need to ac- 
cept the cautious reality of the future of 
Indian BPO-ITES industry. 


Threats to Indian BPO industry 
Even though all the surveys and statis- 
tics show that India is far ahead of other 
competitors with advantages in several 
aspects, there are some areas of con- 
cern. India’s main competitive advan- 
tage stems from the availability of huge 
educated English-speaking population 
and competitive cost base. But at the 
same time China and the Philippines 
can emerge as serious competitors to 
India even though India has superior 
quality and low turnover rates as com- 
pared to other countries, besides low 
cost of labor. 

The appreciating rupee poses the 
biggest threat to the Indian BPO-ITES 
industry. Another threat is end of Tax- 
Holiday enjoyed by many of the BPO- 
ITES industries in the year 2009. Also, 
government instability both at the cen- 
tral and state levels can derail the 
growth of the industry. The frequent 
shifts in policies as a result of changes 
in the government are adversely 
affectingthe Indian BPO industry. The 
US accounts for nearly 42% of the In- 
dian BPO business. Naturally, the fre- 
quent changes in the policies of US Gov- 
ernment are also negatively influencing 
the Indian BPO industry. 

However, these threats can be 
handled through government policies 
and initiatives. For example, the gov- 
ernment can extend the tax-holiday and 
introduce measures to boost the growth 
of the Indian BPO industry. The Indian 
government has to maintain the stabil- 
ity of Indian Rupee, as China did to se- 
cure the Yen value. The government 
should also take steps to provide better 
infrastructure, which is very much nec- 
essary for the growth of the Indian BPO 
industry.s 
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Low-Cost and High Quality Products 


No Frills, Just Low Prices 





India has the world’s largest middle-class, which is hardworking as well as 
cash-rich. Many companies, such as Tata, HCL and Reliance, are targeting the 
Indian middle-class with low-cost and high quality products and services. 


— Swati Khatkale, The /cfai Business School, Pune 


hina is good at manufactur- 

ing low-cost products, and India 

has also started providing low- 
cost products and services for the masses. 
Tata’s Rs 1 lakh car Nano, Reliance’s Rs 
777 mobile handset, and HCL’s Rs 
14,000 Mileap laptop are examples of 
this. In the last few decades, India has 
made a name for itself in offering low- 
cost, high quality services and 
outsourcing of IT, IT-enabled services and 
knowledge processes. On the other hand, 
China is known for manufacturing prod- 
ucts at very low-cost. It is said that 70% 
products on American shelves are made 
by American companies in China. Both 
India and China are leveraging on their 
large pool of working population. Manu- 
facturing of low-cost products in India is, 
however, different from that in China. 
The Chinese produce things for Ameri- 
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can and European MNCs and they do not 
have their own well-known MNCs. Also, 
the Chinese companies are criticized for 
piracy and dumping. The quality of Chi- 
nese products is also not up to the inter- 
national standards. But the Indian 
manufacturers have managed, with the 
help of technology, to reduce the cost and, 
at the same time, maintain or upgrade 
the quality of the product or service of- 
fered. India owns big multinational com- 
panies. Four people out of the Top 10 in 
the Forbes list of world’s richest people 
are Indians. The best example of a low- 
cost, high quality product of an Indian 
MNC is Tata’s Nano. Many people won- 
der how it is possible to make such a car 
with a price tag of Rs 1 lakh, while stick- 
ing to Euro IV norms. 

Various Indian retail chains, such 
as Subhiksha and Big Bazaar, have 


also become successful within a short 
span of time by focusing on the cost 
part. Similarly, Air Deccan has opened 
the way for low-cost airlines in India. 
Air Sahara, Go Air, Indigo and SpiceJet 
are following that route to attract the 
Indian middle-class by offering fares 
that are as low as the First Class AC 
ticket fares of railways. Even the mobile 
service providers have continuously re- 
duced the cost and made call rates af- 
fordable to customers. 

Even many private banks, such as 
ICICI Bank, are thinking of tapping the 
rural India with products like Kisan 
Credit Card. While targeting the rural 
masses, these banks have taken into 
consideration the constraints such as il- 
literacy among the rural Indian people 
and infrastructural problems. Realizing 
that to increase its market share it has 
to tap the rural population, ICICI Bank 
launched Kisan Loan Cards and innova- 
tive low-cost ATMs in rural India on Sep- 
tember 1, 2004 at Devarapalli, 
Koyyalagudem and J angareddygudem. 4 
These ATMs can smoothly run in spite of 
power failures. Zarin Daruwala, General 
Manager and Head — Rural, Micro bank- 
ing and Agri Business Group, ICICI 
Bank said, “With this revolutionary 
ICICI Bank Kisan Loan Card, we have 
leveraged technology to bring to farmers 
low-cost loans and easy access to credit. 
ICICI Bank is committed to develop in- 
novative banking solutions to address 
the needs of rural India.” Definitely, 
ICICI Bank has continued to address the 
needs of rural India as it has introduced 
ATM cards and insurance cards based 
on Biometric Security that can be used 
even by illiterate Indian population. It 
collaborated with Financial Information `] 
Network & Operations Ltd. (FINO) and 
Secugen for technology outsourcing. 
First, low-cost, biometric security-based 
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aunched by ICICI at Delpandarwa, 
dardoi in Uttar Pradesh. Even without 
any identification people can generate 
accounts by creating identity cards 
based on finger impressions. ICICI 
Bank’s Senior Manager Kartik Shah 
commented, “We are very pleased with 
how well and cost-effectively this solu- 
tion is working for us.” Not to be left be- 
hind, other banks such as Indian Bank, 
Union Bank of India, State Bank of In- 
dia, Dena Bank, Citibank, Central 
Bank, Andhra Bank, Punjab National 
Bank and various rural banks are also 
adopting biometric-based low-cost solu- 
tions. Even ICICI Lombard and Life In- 
ance Corporation of India are going to 
introduce biometric-based smart cards, 
which will have a better reach, thanks to 
technology and reduction of cost. 


fxn and Kisan Loan Cards were 


Growth of low-cost products 

As the European, American and the 
creamy layer of other developing mar- 
kets are already saturated, companies 
are eyeing the middle-class masses of 
developing countries, especially the 
growing middle-class consumers of coun- 
tries such as India and China. The grow- 
ing Indian and Chinese young working 
population is the main source of their 
production and consumption. Indians 
‘have the highest number of college 
graduates in 2008. The quality of edu- 
cated Indian talent is very high. This is 
evident from the boom in IT and Knowl- 
edge Process Outsourcing. This quality 
Indian talent is the backbone of innova- 
tions in Indian MNCs. With this pool of 
talent, Indian companies have 
reengineered the processes and products 
to reduce the cost of the services and prod- 
ucts. Many people have remarked that 
Nano is just the beginning of new era of 
innovation by Indians “Tata’s car is an in- 

. credible achievement and likely to be 
among the first of many innovations that 
will emerge from India,” remarked Tim 
Hanson, an international investing ex- 
pert in the Motley Fool newsletter. 

í Moreover, the government regula- 
tions in most of the sectors are being re- 
moved. This has opened doors for the pri- 
vate players. The private companies and 
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entrepreneurs in India have the power to 
dream and translate it into products for 
the masses. Indian families commuting 
on scooters inspired Ratan Tata to make 
the People’s car: “I observed families 
riding on two-wheelers—the father driv- 
ing the scooter, his young kid standing in 
front of him, his wife seated behind him 
holding a little baby. It led me to wonder 
whether one could conceive of a safe, af- 
fordable, all-weather form of transport 


Indian companies have reengineered the 
processes and products to reduce the cost of the 


services and products. 


for such a family.” Reliance also has 
come up with its plans to reach out to the 
masses with slogans like Kar lo Dunia 
Muthi Main. Within a short period, over 
three million units of the world’s cheap- 
est mobile handset—Reliance Classic— 
have already been sold, and it has 
emerged as the second largest selling 
handset brand in the market. According 
to SP Shukla, President, Reliance Com- 
munication, “Through our new ‘Classic’ 
range of feature-rich handsets, we are 
confident of extending the benefits of 
mobility to an entirely new segment of 
population in the metros, small cities 
and rural hinterland of India. Now first 
time cellular subscribers in India can 
straightaway go for Reliance Classic 
handsets rather than buying a second 
hand phone.” 


Small is big 

The same philosophy of guaranteeing 
the Indian masses easy access to tech- 
nological product was followed by Ajay 
Chowdhary, Chairman and CEO of 
HCL Infosystems “With a legacy of hav- 
ing pioneered India’s first micro- com- 
puter, the country’s first desktop and 
the first home PC, at HCL it’s always 
been our endeavor to create technolo- 
gies that touch lives.” The CEO of FINO, 
Manish Khera remarked about the op- 
portunities available for biometric- 
based smart cards, “Our target is to is- 
sue 25 millions such cards in next four 


Low-Cost and High Quality Products 


years is still mere fraction of India’s 
population.” Or, as Captain Gopinath of 
Air Deccan puts it, “There are 200 mil- 
lion middle-class business people, they 
cannot travel over two days by train and 
be competitive globally. If I can make 
them fly once a year at least, its 200 
million seats, five times a year, it is a 
billion. Aviation also gives a fillip to 
tourism, which in turn generates em- 
ployment in the unorganized sector.” 





Similarly, Ratan Tata also saw travel- 
ing young Indian businessmen and he 
started self-service low-cost hotel chain 
‘Ginger’ with the Rs 999 per day price 
tag. Indian companies are realizing that 
small price can lead to big business. 


Low costs: The magic mantra 
The product structure of low-cost prod- 
ucts and services contains only the core 
product or the service. Other extra ser- 
vices and peripherals are removed. This 
kind of product is called no-frills prod- 
uct. When Air Deccan launched the air- 
lines, it cut in-flight meals, baggage 
space, and time on the airport. It 
changed the whole plane into one 
economy class with more seats, and 
booking by agencies into online ticket 
booking. Cutting these frills led to cost 
saving. Customers accepted this be- 
cause without frills also airlines are at- 
tractive because flying saves time. 
Tata’s Ginger, the economic hotel 
chain, has delivered quality services as 
they focused on cleanliness and basic 
modern amenities, but curtailed room 
service and housekeeping services. Even 
self-service in this hotel did not reduce 
the value of this clean and decent hotel. 
Similarly, Subhiksha reduced the cost 
by keeping only 2-3 major brands in 
non-AC and non-decorative stores, 
which are comparatively smaller than 
other food malls. Reducing the inven- 
tory has not affected the sales, as 95% 
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of sales are generated by the main 
brands only. Subhiksha believes that 
people want to put in minimum effort to 
purchase the fast moving items. They 
located their stores in lanes of residen- 
tial areas rather than on main roads. 
This has reduced the real estate price. 
Similarly, Tata’s Nano is a no-frills 
car—which has no AC, airbag, radio and 
power steering and has only one 
windscreen wiper. Plastic replaced the 
metal. Unlike Maruti 800, Nano is com- 
paratively less powerful—it has a 623cc 
two-cylinder engine and sports 33- 


Tata Nano shows how local technology can be 
used to cut costs, without compromising on the 


quality. 


horsepower. This new vehicle is “8% 
smaller bumper to bumper” than the 
cheapest car on Indian roads, the 
Maruti 800, but has 21% more volume 
or space inside than the 800. It is having 
Euro IV norms, which are not manda- 
tory in India. Tata Nano shows how lo- 
cal technology can be used to cut costs, 
without compromising on the quality. 
Technology is again the secret be- 
hind the reduction in the cost of ATMs 
in India, as the use of technology in the 
production of smart cards shows. In 
India, right now, many technology com- 
panies are working on biometric smart 
cards. A few prominent ones are AGS 
Infotech, Securgen, Axis Technology, 
CMC Limited, Financial Softwares 
and Systems (FSS), and FINO. Another 
example for the use of high technology 
and no-frills model is the HCL Mileap 
laptop. The Rs 14,000 laptop has 
leather cover, only 512 MB DDR2 RAM, 
2 GB Solid State Storage drive, and 
Linux operating system. The basic func- 
tions are not compromised. It is dust- 
proof, shock-proof and Wi-Fi ready, has 
network ports, and include Intel chip, 
built-in speaker and microphone. 


The challenges 
The first challenge is to maintain the 
quality of the product or service offered. 
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For example, there are instances when 
the low-cost flights took risks with the 
lives of the passengers when they were 
using secondhand planes or less skilled 
pilots to reduce costs. However, such 
moves to cut costs would tarnish the 
brand of a company. A few Chinese 
products also faced a similar problem 
when it was found that the dolls and 
toys made in China with cheap materi- 
als were poisonous and hazardous to 
the health of the children using them. 
The second challenge is to maintain 
profits. The market price of shares of 


i 


Tata Motors plunged after the Nano was 
launched. It is very surprising but true. 
The main reason was the investors were 
not very sure whether the bottom line 
will be positive. As the profit margin in 
such companies is very low, the profit 
comes from the volume only. If they are 
not able to break even early, there ought 
to be losses. Moreover, the factor costs 
such as labor, land and fuel, are increas- 
ingin India at a very high rate. “With the 
cost of commodities having risen greatly 
since the conception of the project, it re- 
mains to be seen how long the model can 
remain at this price. Steel prices alone 
are expected to be a huge driver of the 
cost of manufacture of this vehicle,” said 
Global Insight Auto Analyst, Ian 
Fletcher, commenting on the shrinking 
share prices of Tata Motors immedi- 
ately after the launch of Nano. The 
mounting losses of low-cost airlines in 
India also point to the same. Increase in 
the prices is not possible because of high 
competition. This leads to situations of 
consolidation by the route of mergers 
and acquisitions to increase the volume. 
The merger of Escotel with Idea, Sahara 
with Jet Airways, Air Deccan with King- 
fisher are examples of this situation. 
Another issue is of hidden costs. 
Many times companies give the main 
product for a cheap price, but hike the 





after sales services costs. For example 
the mobile set is cheap but the call rato 
is higher; the vehicle is less expensivé 
but its fuel-efficiency is low. This re- 
sults in additional expenses for the con- 
sumers in the long run. Therefore, com- 
panies should try to innovate and come 
up with low-cost, high quality products 
like Nano. Besides its low price tag, 
Nano is also fuel-efficient. 

The next challenge is to overcome the 
‘cheap product’ image. Many people think 
that low price means compromise in qual- 
ity. Compromise in quality or safety is 
not at all acceptable in some product 
lines. Medicine is one of those products. 
Subhiksha’s pharmacy business had to, 
face a lot of problems because custome 
were worried about the quality of the low- 
priced product on offer. Everyday drug in- 
spectors used to visit the outlets and ask 
all sorts of questions, which created ap- 
prehension in the minds of the customers. 
Even Glaxo slapped a court case against 
Subhiksha, though it went in favor of 
Subhiksha. “It took us two-and-a-half 
years to win our freedom to operate (the 
pharmacy business),” commented 
Subhiksha’s Subramanian. 


The road ahead 

The spurt in low-cost products and ser- 
vices is very beneficial for a country like 
India, which has not only a large working 
population, but also the largest middle- 
class consumer market. If there are more ` 
low-cost products and services, then the 
disparity between the rich and the poor 
can be reduced. But these low-cost prod- 
ucts and services are very few till now. 
India also needs low-cost high quality 
products for satisfying the basic needs. 
Health, Education, Infrastructure, 
Housing, Power, Public Transport and 
Irrigation are a few major sectors, which 
need low-cost high quality products and 
services. Similarly, big machineries like 
aircrafts, ships, solar energy equip- 
ments, nuclear reactors, etc., which are 
definitely not small products of high vol- 
umes, should also be manufactured at 
low-costs. Thus, this is only the begin-~\ 
ning of a long journey.s= 
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Venezuela’s Windfall Oil Tax 








As the steadily depreciating US dollar, the rising demand for oil and slowing 
production push the escalating oil prices to record levels, Venezuelan 
President Hugo Chavez finds in the Situation an opportunity to realize his 


‘Petro Power’ socialist dream. 





The fair price for crude is between $50 

per barrel and infinity. 
— Hugo Chavez 
President of Venezuela 


e addressing a press con- 
ference in Caracas in Janu- 
ary this year, the Venezu- 


elan President, Hugo Chavez, went on 
record saying that he hoped that the oil 
prices would not go above $100 per bar- 
rel as the price of crude oil had fallen 
close to 10% since it broke into triple dig- 
its early that month. “(The price of oil] is 
there, close to 100 dollars, hopefully it 
won't keep going up, hopefully it will sta- 
bilize,” Chavez said. However, what has 
‘stabilized’ further is Chavez’s resolve to 
tighten his government's grip over oil op- 
erations in the country. The latest in this 
saga of nationalization of oil operations 
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is the introduction of what is fittingly 
called the “Windfall Oil Tax”. 


Reaping a windfall 

The sky-high oil prices on world mar- 
kets have, no doubt, resulted in an un- 
precedented windfall in revenue for oil 
companies and oil exporting nations. 
However, the Chavez government, in 
keeping with its tradition of getting into 
confrontations with global energy gi- 
ants through repeated hikes in taxes 
and royalties and arm-twisting them 
into rewriting contracts, has come up 
with a brand-new legislation to demand 
its pound of flesh from the oil compa- 
nies’ ‘windfall’ profits. 

Venezuela’s windfall oil tax legisla- 
tion—Tax on Extraordinary Hydrocar- 
bons Prices Law in officialese— which 
was approved by the country’s National 


Making Hay While the Sun Shines 


Assembly on April 15, 2008, levies 50% 
tax on the ‘excessive’ profts of foreign oil 
companies when crude tops $70 a bar- 
rel, and 60% tax when the average 
monthly price for the benchmark Brent 
crude exceeds $100. The tax, levied on 
all private oil firms operating in the 
country, is expected to bring the social- 
ist government several billion dollars of 
revenue every year. Under the law, the 
largest tax burden is expected to fall on 
the private partners of four Orinoco 
heavy oil belt projects that include UK’s 
BP and Chevron, Norway’s StatoilHydro, 
and France’s Total. As Angel Rodriguez, 
a Venezuelan legislator, put it: “Because 
of high oil prices, oil companies have ex- 
cessive earnings that go beyond reason- 
able levels of profitability. One way to 
distribute them to our people, who are 
the owners of the oil, is to create this tax.” 


21" century socialism 

The windfall tax is seen as the latest 
initiative by Chavez in his attempt to 
steer the nation towards what he calls 
“21* century socialism”. In keeping» 
with his “Our oil is ours” policy, Chavez, 
in 2005, raised the royalty rates on the 
foreign oil companies involved in heavy 
oil projects in the Orinoco region from 
16.6% to 30%. And, in May 2007, he na- 
tionalized all the heavy oil projects in 
operation in Venezuela. Subsequently, 
the Venezuelan state oil company 
PDVSA took control of the oil fields run 
privately by the foreign oil majors, in- 
cluding ExxonMobil and ConocoPhillips. 
Though Chavez allowed foreign firms to 
stay on as minority partners in the oil 
fields that they once managed under con- 
tract, only four foreign oil companies — 
Total, Statoil, BP and Chevron—de- 


cided to stay on as minority partners ye 


Exxon and Conoco, instead, chose to 
leave the nation in a huff and file inter- 
national arbitration claims. A shrewd 
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and intrepid Chavez readily dubbed 

xxon’s move to seek court injunctions 
or up to $12 bn as ‘legal terrorism’ and 
threatened to indulge in retaliatory 
measures like halting oil sales to the 
US—a threat that pushed the crude 
prices above $100 a barrel then. 


Petro power 

Though there were fears and apprehen- 
sions that the US would launch mili- 
tary attacks against Venezuela, follow- 
ing the nationalization of the assets of 
the two large international oil compa- 
nies, the fears soon grew fainter as the 
US found itself trapped neck-deep in 
the subprime crisis, staring at a pos- 
ssible recession. And then, the record oil 
prices happened. As for Chavez, the 
spike in oil prices could not have come 
at a better time. The firebrand socialist 
leader’s image got a boost when Venezu- 
ela successfully hosted the Copa 
America soccer tournament in June-J uly 
2007 and won all-round praise from the 
international media for its huge new sta- 
diums and the high quality facilities in 
and outside the stadiums. However, it is 
‘Petro Power’ that Chavez seeks to use to 
implement his socialist vision. 

Thanks to the nationalization of the 
Venezuelan oil industry and the record 
crude prices, Venezuela’s coffers are al- 
ready full to the brim with petro-dollars. 
+ Now, the newly introduced windfall oil 

tax, which seeks to take a cut in the prof- 
its of the oil companies operating in Ven- 
ezuela, is sure to boost the government’s 
revenue further and shore up Chavez’s 
popularity among the nation’s poor, who 
have overwhelmingly supported Chavez 
and stood by him for almost a decade 
now. Chavez knows full well that it is 
payback time now, and he is leaving no 
opportunity unutilized for raking in 
more revenue for his socialist schemes, 
such as government-financed pensions 
for housewives and guarantee of free 
education for every citizen for life. The 
ultimate aim of the Venezuelan leader, 
however, remains establishing a social- 
(ist order and ensuring, of course, that he 
remains president for life. In the words of 
Alberto Barrera Tyszka, who co- 
authored a biography of Chavez, “We are 
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witnessing a seizure and redirection of 
power through legitimate means. This is 
not a dictatorship but something more 
complex: the tyranny of popularity.” 


The last straw? 

While the windfall tax is expected to 
fetch $9 bn annually and thus extend 
the state’s control over the foreign com- 
panies operating in Venezuela, it could, 
in turn, prove to be the last straw for 
foreign investors. Already foreign oil 
companies are reluctant to invest in 
new projects in Venezuela due to heavy 
taxation and frequently changing terms 
and conditions. With oil prices currently 
(as on April 20, 2008) hovering around 
$105 per barrel, the windfall oil tax will 
tap into the profits of private compa- 
nies, and lead to further confrontations 
with those companies that have chosen 
to stay back in Venezuela. According to 
Juan Carlos Sosa, editor of the Venezu- 
elan oil industry magazine, PetroleoYV, 
the new tax “is going to force foreign 
companies to think twice about making 
new investments” in Venezuela, “be- 
cause their opportunities to turn a 
profit are diminishing.” 

While there is every likelihood that 
private investment in Venezuela’s oil 
sector will dry up if Chavez continues 
with his bullying ways, the news that the 
state oil company PDVSA is facing pro- 
duction declines does not augur well for 
the Venezuelan oil industry. Though the 
government's official figures show the in- 
dustry output to be around 3.3 million 
barrels per day, independent observers 
are of the opinion that the aggressive 
nationalization and heavy taxation on 
private companies have pushed the pro- 
duction down to about 2.5 million bar- 
rels per day. In fact, according to the in- 
ternal OPEC documents, Venezuela’s oil 
production has fallen by 25% over the 
past decade. According to the Venezu- 
elan National Bank, Venezuela’s oil in- 
dustry shrank by more than 5% in 2007. 
Oil production was down by 5.3% in 2007 
and contributed $3.14 bn to the country’s 
GDP, down from $3.38 bn in 2006. While 
the reduction in oil output coincided with 
the marked increase in the price per bar- 
rel produced by Venezuela in 2007— 


Venezuela’s Windfall Oil Tax 


$65.13 per barrel last year from $56.35 
per barrel in 2006—analysts feel that the 
nationalization of oil fields in Venezuela 
and the consequent additional strains 
placed on the state-owned PDVSA were 
the reasons for the production shortfalls 
in 2007. Also, Chavez, had chosen to 
spend the oil revenues on populist 
schemes, instead of reinvesting them in 
the oil sector, say, for increasing the num- 
ber of rigs operating in the country—a 
move that is likely to result in “significant 
operational emergency” in the Venezu- 
elan oil sector in the near future. 

This is precisely why oil experts feel 
that the Venezuelan government 
stands to lose, in the long run, from such 
ill-advised policy measures. While the 
windfall tax may fetch revenue for the 
Venezuelan government as long as the 
oil prices remain high, such high- 
handed and lopsided legislations may 
not find favor with the international in- 
vestors. Also, the government may have 
overestimated the revenue accrual from 
the tax, for the oil prices are not going to 
remain above $100 a barrel forever. As 
some observes point out, Venezuela’s 
heavy, sulfur-laden crude usually com- 
mands a price less than the light Brent 
oil from the North Sea. 

However, for now, Chavez can bask 
in the limelight and get ready to reap 
the ‘windfall’. For, oil prices continue to 
remain northward bound—it touched a 
record $114 a barrel in New York for a 
second day on April 16, 2008. As the 
dollar plunges to new lows against the 
euro, the appeal of oil as one of the hedg- 
ing instruments is bound to grow fur- 
ther, thus pushing up the demand and 
consequently the price. While it is diffi- 
cult to say how long this rally will con- 
tinue, indications are that the bull mar- 
ket may continue its run for quite some 
time to come. Chavez once famously 
said, “No part of the human community 
can live entirely on its own planet, with 
its own laws of motion and cut off from 
the rest of humanity.” For now, he ean 
manage to live entirely on his own 
planet on his own terms.= 


— R Venkatesan lyengar 
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With the advent of peer-to-peer lending, a hassle-free way of transacting 
money, it’s indeed getting quite easier for people to lend and borrow money on 
the internet. 


n the wake of the subprime mort- 

gage debacle and the subsequent 

global credit squeeze, traditional 
lending channels such as banks across 
the globe have resorted te tightening of 
liquidity. Despite this, borrowers could 
still finc ways to mobilize the required 
funds, thanks to an emerging Internet- 
based financing tool, peer-to-peer (P2P) 
or social lending. 

P2P lending is emerging as the eBay 
of consumer loans. as it brings together 
individual borrowers and lenders in the 
same way as eBay links buyers and 
sellers. More importantly, it has come 
as a boon to those who cannot access 
formal credit. 

This latest financing mechanism is 
growing at a phenomenal pace on the 
Internet, as the consumers are looking 
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for alternate ways to lower their inter- 
est rates and simplify their repayment 
modes. Celent, an international strat- 
egy consultancy, projects that more 
than $5 bn P2P loans will originate 
from the UK and US alone by 2010, up 
from $282 mn in 2006. The growing ap- 
peal of social lending is further empha- 
sized by the recent report from Gartner, 
which has predicted that P2P lending 
would represent 10% of the personal 
loan market by 2010. 


Alternate investment avenue 

The concept of social lending dates back 
to the 19 century when families in 
need of money turned to the richest man 
in town, albeit for a higher rate of inter- 
est. Later on, communities were formed 
which included family members, close 


relatives and friends belonging to the 
same caste and religion. For those who 
needed it, financial assistance came 
from their respective communities. 
Nevertheless, establishment of banks 
and financial institutions ushered in a 
new era and facilitated the operation of 
a formal financial assistance system in 
the society. -4 

Though banks and financial institu- 
tions dictated the global economies for 
several years, they have been losing 
their market share of late, owing to in- 
creasing cost of borrowings and complex 
procedural requirements. It is no sur- 
prise that borrowers have been grap- 
pling with interest rates, as high as 
36%, on their credit cards and personal 
loans. Adding to their woes, repercus- 
sions of the subprime mortgage crisis 
have further worsened the situation by 
making lending even more difficult for 
many, particularly, for the underprivi- 
leged. 

In this backdrop, the Internet is 
breathing new life into the social or P2P à 
lending. Indeed, it has emerged as a 
blessing in disguise for those who can- 
not afford formal credit. 


A more humane way 
Peer-to-peer lending enables borrowers 
and lenders to transact business online 
and thus avoids traditional intermedi- 
aries such as banks. This form of 
people-helping-people model has been 
gaining traction in many parts of the 
world. Those who are in need of money 
post their requirements in a creative 
and emotional way. This kind of emo- 
tional and more humane way of making 
money distinguishes P2P lending from 
other forms. N 
The idea behind the concept is that 
while the borrowers can find cheaper 
rates than those of traditional banks, 
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I 


the lenders can earn higher returns 

an from, say, a savings account. P2P 
lending is more efficient as it doesn’t 
incur massive overheads like banks do. 
(Banks normally take larger margins to 
fund their overheads such as employee 
payments and branch maintenance, 
etc.) 

P2P lending typically appears in 
two primary forms: an ‘online market- 
place’ model and a ‘family and friend’ 
model. The online marketplace model 
enables peer lenders to locate peer bor- 
rowers and vice versa. This model con- 
nects borrowers with lenders through 
an auction-like process in which the 
lender willing to provide the lowest in- 
terest rate ‘wins’ the borrower’s loan. 
The ‘family and friend’ model forgoes 
the auction-like process entirely and 
concentrates on borrowers and lenders 
who already know each other, as with 
two friends or business colleagues for- 
malizing a personal loan. 

In peer-to-peer lending, individuals 
who usually do not get qualified for for- 
mal credit can seek loans from ordinary 
people willing to lend. For instance, 
people with poor credit histories or who 
have no collaterals can also afford to 
seek credit. As lenders compete with 
each other to offer loans, it often results 
in lower rates for borrowers, averaging 
about 10-16% less than those of unse- 
*cured bank loans. Lenders who choose 
to lend to borrowers with excellent 
credit ratings normally expect returns 
of about 9-10% which carries about 1% 
risk of default. Lenders willing to take 
higher risks can go for returns of about 
14%, which carries about 10% risk of de- 
fault. 

Typically, all the members involved 
in online lending have to go through the 
following process. It is a fairly simple 
model that allows the borrowers and 
lenders to aggregate on an Internet en- 
abled network. The aggregator develops 
machinery which ranks members based 
on their creditworthiness. Thereafter, 
borrowers can post their requirements 
f on the sites. Lenders have the option of 
selecting the person to whom they wish 
to lend and reveal their expected rate of 
return. 
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The aggregator is accountable for 
the transactions—from crediting the 
borrowers’ account with the loan 
amount to debiting the appropriate 
monthly installment from their ac- 
count. 

The lender’s decision to lend money 
to a particular borrower is usually 
based on the borrower’s credit score and 
existing debt. However, unlike a bank or 
a credit card loan, the decision relies 
sometimes on social factors too. Typi- 
cally, loan amounts range from $8,000 
to $20,000. To diversify the risks, lend- 
ers can choose to invest their money on 
different borrowers. It may also happen 
that multiple lenders may fund a single 


loan, each offering to lend $25 to $200 to 
a borrower. 

The concept of P2P lending has been 
pioneered by P2P lending hub, Zopa, 
which commenced operations in the UK 
in 2005 and followed it up with opera- 
tions in Italy and the US. A slew of other 
players, such as Prosper, GlobalF under, 
Circlelending, Lending Club, Smava, 
Boober and Virgin Money, have com- 
menced P2P lending operations subse- 
quently in Europe and North America. 
These sites, which provide a platform to 
lenders and borrowers, typically profit 
from the fees they charge their mem- 
bers to make and service loans and not 
from a loan’s interest rate. They also 
check the borrowers’ credit, and contract 
with third parties to collect bad loans. 

According to Online Banking Re- 
port, loans on Prosper and Facebook’s 
Lending Club have surged from $27 mn 
in 2006 to $100 mn. By 2010, the report 
forecasts $1 bn in P2P loan origina- 
tions. Social lending has been growing 
as a popular mainstream-lending plat- 
form. In places where banks have failed, 
social lending hubs have successfully 
launched their lending services and are 
emerging as effective community bor- 


In peer-to-peer lending, individuals who usually 
do not get qualified for formal credit can seek 
loans from ordinary people willing to lend. 


rowing networks. "Given the instability 
we're experiencing in the global 
economy and increases in bad debt, 
many banks are reacting by adopting 
more sophisticated risk management 
frameworks. By being more selective 
about to whom they lend and not offer- 
ing the most competitive rates, banks 
are making it more expensive for con- 
sumers to borrow —a growing number of 
consumers have responded by exploring 
alternative investment means in order 
to get better returns on their money—a 
potentially disintermediating force 
over the long term for traditional lend- 
ing institutions." — Ted Iacobuzio, man- 
aging director, European Banking & 


i 


Payments research practice, 


TowerGroup. 


Pros and cons 

P2P lending, as the very name indi- 
cates, involves a sense of social respon- 
sibility on the part of the lenders in 
helping their fellow members. The 
merging of the functions of social net- 
working and financial transaction is a 
good idea, as it helps in providing funds 
to the needy and encourages the youth 
to participate in such socially-benefi- 
cial activities. When the borrowers re- 
veal the personal reasons for seeking a 
loan, the lenders are usually touched 
and feel happy that they could be of 
some use and about the way their 
money is being put to use. They get 
touching notes of thanks from the bor- 
rowers and their families. The concept 
of feel-good funding is the driving force 
behind social lending. 

P2P lending is also beneficial to 
those who may not otherwise qualify for 
any loan amount under the traditional 
system of lending. In the P2P model, 
both the lenders and borrowers are 
treated as members, and hence the bor- 
rowers can easily get the loan without 
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“P2P sites offer borrowers an alternative to bricks and mortar banks and high inter- 
est credit cards. For lenders, these sites offer the potential to make higher than 


average rates of return.” 


An emerging Internet-based financing tool known 
as ‘peer-to-peer’ or ‘social lending’, has been gain- 
ing prominence in recent months. How does this 
business mode! work and who are the major pro- 
viders of this service? 

Peer-to-peer lending uses the efficiencies of 
the Internet and software to streamline the 
process of borrowing and lending money 
among consumers, investors, small busi- 
nesses and lending institutions. 

The peer-to-peer lenders typically offer 
borrowers unsecured loans ranging from 
$1,000 to $25,000 at market-driven rates. 
P2P sites offer borrowers an alternative to 
bricks and mortar banks (which typically 
don’t like to make these kinds of small 
loans) and high interest credit cards. For lenders, these sites 
offer the potential to make higher than average rates of re- 
turn. 

GlobeFunder is an online consumer loan marketplace 
that matches borrowers and lenders, providing transpar- 
ent, immediate access to loans driven by competitive mar- 
ket rates. It requires users to have credit scores of approxi- 
mately 640, and a debt-to-equity ratio of around 30%. It 
offers borrowers interest rates ranging from 8% to 18%. 
Contrast this with credit card rates, which often range from 
20% to 30%. It plans to start doing business in India in 
mid-2008. 

Right now, the major peer-to-peer lenders out there are: 
GlobeFunder, Prosper, Zopa and Lending Club. 


Do you accept the view that credit crunch is the primary reason for the 
rise in the social lending concept? What could be the other reasons for 
its growing lure? 

No. While credit crunch is one reason, there are several other 
reasons why peer-to-peer lending continues to gain popular- 
ity. These include: 





Brian Mullally 
CEO and Co-founder, GlobeFunder 
Ventures, Inc. Kalamazoo, Michigan 





> Convenience: Potential borrowers can 
find out if they qualify for a loan without 
having to drive to the bank, wait in line 
and then fill out lengthy loan applica- 
tions. 

> Speed: Most online lenders are 
paperless and offer much faster loan pro-; 
cessing. A 

> It offers lower borrowing costs. 


The concept seems to be working mostly based on 
trust as there are no guarantees or underwritings. 
Don’t you think it could be a risky proposition? Who 
has to be held responsible in case of defaults? 
Lenders are able to build their portfolios on 
GlobeFunder based upon their own analysis 
of the risk of default as they choose. If they want to lower risk, 
then they should select higher credit quality loans. 


Do you think the increasing demand for social lending can pose a 
potential threat to banks? 
No. Peer-to-peer and online lending are not predicted to replace 
traditional banking services any time soon. While they will serve 
as alternatives for some borrowers and lenders, no online busi- 
ness can yet offer the range of local services, like checking a 
savings accounts, available at most traditional banks. | 
In fact, GlobeFunder has actually started working with 
some banks and competes with credit cards and other finance 
companies by offering consumer loans through a growing net- 
work of retail partnerships. 


What regulatory measures ought to be taken to make this business 
model more successful? 

Currently, state licensing is required. We are working on ad- 
ditional measures at the state and federal level to ensure the 
success of this business model as a regulated financial insti- 
tution. 


having to prove their credentials. Bor- 
rowers, in this form of lending, get 
cheaper interest rates, when compared 
to other types of loans. 

As they are members of one group, 
the borrowers can standardize the pro- 
cedure for contracts and get better rates 
each time they take loans. On the other 
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hand, lenders also get a better rate for 
their money than what they would get 
by depositing them in any other savings 
scheme. Thus, social lending provides 
lower rates of interests on borrowings 
and higher returns on savings. 

P2P lending offers transparency to 
both the borrowers and the lenders. 


Traditionally, banks have been follow- 
ing a very complex and lengthy proce- 
dure to provide loans, which lacks clar- 
ity and transparency in the system. As 
a result, banks stand to benefit when ` 
there are changes in rates and make 
huge profits. In this system, borrowers 
get to know the rate at which loans are 
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provided and from whom they are tak- 
ing the loan. On the other hand, lenders 
will be able to know where the money is 
going and who is paying them. A 
person’s creditworthiness is also re- 
vealed so that the lenders can take 
proper measures before granting a loan. 
This kind of transparency is an added 
advantage for people switching over to 
this form of lending system as custom- 
ers are more satisfied with transparent 
procedures. 

P2P lending eliminates intermedi- 
aries involved in the financial transac- 
tions. No agencies and regulatory au- 
thorities are involved in assessing the 
p3 creditworthiness of the members in the 
group. People are free to join as mem- 
bers and get loans based on the goodwill 
of the lending members. The advantage 
over the traditional system is that, as 
the borrowers and lenders know each 
other, there are less chances of money 
being in risk or the borrower turning out 
to be an insolvent. 

In order to avoid unforeseen cases of 
insolvency, some online vendors provide 
loans only to families and friends. They 
don’t encourage transactions between 
strangers. This makes it easier for the 
lenders to transact online. Other ways 
of transactions include linking those 
with similar interests or belonging to 
the same community like the same of- 
~- fice, city, etc. 

Although P2P lending has many 
benefits, it also has certain drawbacks. 
As P2P lending does not require 
underwritings and guarantees and is 
completely based on goodwill, it in- 
volves higher risk than the traditional 
systems. Lenders may be tempted to 
earn more returns without considering 
the risks associated. 

The aggregator who provides the 
platform for the members cannot be 
held responsible in case of defaults. 
They just charge the fees from both the 
parties and do not possess any liability 
for the transactions. Although the 
F credit is generally provided only after 
thorough documentation and review of 
credit history, yet there is scope for 
fraud and misinterpretation by the 
group, because the basic information 
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provided by the borrower may be mis- 
leading. 

In order to avoid such cases, there 
should be an external reviewer to look 
into the credentials of the borrower. 
But, having an external reviewer may 
further delay the process. The concept is 
based on social relationships, i.e., 
among family members and friends. 
However, lending to close relatives may 
lead to bitterness and mar the relation- 
ships. 

In fact, when people are willing to 
lend only to their friends and relatives, 





then there is no need for any online 
company providing them the platform. 
They can interact and transact among 
themselves without even a single in- 
termediary. 

As the social lending system com- 
pletely depends on personal bias and 
judgments, the lenders cannot be ques- 
tioned as to why they are not ready to 
lend to a particular borrower; whereas 
in the case of banks, they can be ques- 
tioned regarding the rejection of a loan. 
The banks should have proper reasons 
to reject a loan application. 


Opportunities for India 

However, P2P lending has given birth 
to a new concept where anyone can be a 
moneylender or a borrower. Neverthe- 
less, people have to browse through the 
Internet to access loan. If villagers 
have access to the Internet, they can 
get a better deal online than from the 
locally established banks and money 
lenders. This form of lending has 
gained momentum in many European 
and North American countries and 
also in India. 

In India, there are three factors that 
can help us evaluate the opportunities 
and significance of P2P lending: the in- 
troduction of Social Security Number 


P2P lending has given birth to a new concept where 
anyone can be a moneylender or a borrower. 


(SSN), credit score by CIBIL, and pay- 
ment bills. The SSN is a number allot- 
ted for provident fund holders. It is a 
unique identification number allotted 
along with PAN. This gives a specific 
identity to people to transact in various 
ways. CIBIL (Credit Information Bu- 
reau of India) and TransUnion initiated 
the process of providing credit scores for 
the first time in India in November 
2007. 

It evaluates the past repayment 
history and gives their credit scores 
ranging from 300-900. It helps the 





banks and financial institutions in In- 
dia to evaluate the creditworthiness of 
their customers. It can be used in the 
credit card and personal loan indus- 
tries, and so on. The third factor is intro- 
duction of payment bills. In addition to 
these, the growing reach of the Internet 
is contributing to the spread of this con- 
cept in India. 

Further, it can be beneficial to vari- 
ous sections of society. Initially, it can 
provide loans to the competitively 
priced segment where the price of loan 
must be low such as for a group of 
friends, students, people of small com- 
munities, etc. 

Social lending can also focus on the 
underprivileged sections of the society 
as they do not get access to loans at 
competitive prices. They include insti- 
tutions like NGOs, microfinance orga- 
nizations, retail investors, etc. At 
present, the concept of social lending 
seems to be trendy and upmarket. 
However, it is a revolution in the lend- 
ing system. If this revolution contin- 
ues, it may emerge as a serious alter- 
native to banks and credit card 
institutions.s= 


— Y Bala Bharathi and GP Mrudhula 
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Trading Rules from the Masters 


Money Making Lessons from 50 of the 


World's Top Experts 





When trading wisdom is available in this distilled and condensed form, it 


will be a folly for traders not to use it. 





T book is a collection of the writ- 
ings of 50 of the world’s top experts 
in trading. The experts are drawn from 
different trading markets such as 
stocks, commodities, derivatives and 
currencies. Each expert lists just 10 
simply set out rules that he has formu- 
lated from his experience in his line of 
trading, and offers very brief comments 
on the rationale for each rule. When the 
50 gurus are through, you have a func- 
tional, readable 180-page book, offering 
500 rules covering all segments of trad- 
ing markets. 

It is an interesting format and offers 
the reader a smorgasbord of trading tips. 
You don’t have to wade through large 
tomes written by each of the experts. In 
that sense, the book is, as the editors 
claim, an antidote to oversupply of 
tomes on investment, trading and stock- 
picking. It does not matter to the reader 
that the book is admittedly not designed 
io be the last word on the subjects it ad- 
iresses (is any book ever?), nor that it is 
not meant to be read from cover to cover 
n one go. It is not meant to be all things 
10 all people and it is not expected that 
any reader would have use for all the pre- 
scriptions. Contributars to the book in- 
lude famous names like John Murphy, 
-arry Williams, Marc Faber, Alan 
“arley and Lawrence McMillan. 

Such books have many obvious, 
vuilt-in advantages. They are succinct 
md concise. The presentation of the 
rading guru’s experience in epigram- 
natic form not only saves time, but also 
ends sharp focus and a telling punch to 
he principle stated. You get the views of 
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different experts between the covers of 
one slim book and can choose which ex- 
perts you would make a further and 
more detailed study of. You have all the 
sections of the market covered in a single 
volume. Even if you do deal with or have 
an interest in just one of the market seg- 
ments, a general understanding of the 
experience of the gurus in other markets 
would do no harm, especially if it does 
not make a big claim on your time. Need- 
less and verbose elaborations are out, 
making the book quickly readable and 
easily understandable. The gurus do not 
make their rules cryptic and mysterious. 
The rules are crisp and clear and are 
backed by brief but adequate comments. 
The rules and the comments are marked 
by wit and commonsense. 

Many gurus featured in the volume 
themselves express skepticism about 
‘rules’ of trading and investment. Marc 
Faber—‘Dr. Doom’—points out in his 
excellent write-up, that there is no in- 
vestment rule that always works, for, if 
there were one, everybody would follow 
it and make money. Even the best rules, 
he says, change from time to time. 
What, then, does one do with the five 
hundred listed in this book? 

A second difficulty is that when so 
many experts offer tips, many are 
bound to be conflicting. ‘Dr. Doom’ says 
that it is a myth that stocks always go 
up in the long-term. But Martin Barnes, 
in another section, rules that the stock 
market rises most of the time. Both are 
perhaps right in their own way, subject 
to appropriate interpretation. It is like 
Macbeth and the witches. The prophe- 
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cies of the witches are, after all, not 
wrong, but the Macbeths may see their 
own meaning in the prophecies and get 
deluded. 

Traders in India would heartily wel- 
come the Indian edition of this absorb- 
ing book. The book gives the reader a 
large selection of views, tips and rules 
and can be recommended to any market 
player without hesitation. When trad- 
ing wisdom is available in this distilled 
and condensed form, it will be a folly for 
traders not to use it. But the rules are to 
be employed with reader-discretion. As 
Prof. Aliber warns in his piece, no rule 
about beating the market beats the 
market for an extended period.«= 


- M Hanumantha Rao 


Senior Consultant, 
CP Brown Academy, Hyderabad 
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Surging Forex Reserves 


SWF or Investment in Do 


ith the advent of financial glo- 

balization, an argument—to 

be precise, a syllogism—has 
-aken strong roots: developing nations 
need foreign capital to grow; but such in- 
flows can also result in unintended con- 
sequences that can prove to be costly if 
the developing countries do not pursue 
prudent macroeconomic policies and ap- 
propriate regulations; and, therefore, de- 
veloping countries must be careful in 
managing the inflow of foreign capital. 

This is palpable even in the context 
of managing our surging foreign ex- 
change reserves, which have, in the re- 
cent past, touched a figure of $316 bn. As 
the forex reserves are mounting up, the 
concern for the losses—arising by virtue 
of the Reserve Bank of India investing 
the dollars mopped up by it against the 
sale of government securities and invest- 
ing them in the US treasury bills that 
give lesser return vis-a-vis the govern- 
ment securities back home—suffered by 
the RBI in managing the reserves has 
attracted the attention of many. 

If the current growth of $100 bn per 
annum under forex reserves is a reliable 
indicator of the future accretions, this 
problem is all set to get further exacer- 
bated. Indeed, this has already 
> prompted many to suggest that India 
should set up a Sovereign Wealth Fund 
(SWF)—a state-owned fund that ac- 
quires stocks, bonds, property and other 
financial instruments for better returns 
in the global financial markets. Looking 
at the kind of losses that the RBI has 
been suffering from the management of 
forex reserves for the last five to six 
years and the kind of returns that the 
SWFs floated by countries such as Abu 
Dhabi, China and Singapore are gener- 
ating by investing trillions of dollars in 
different kinds of assets in the US and 
other developed and developing world 
markets, a strong debate has been set 
-off from within the country for creation 
of a similar fund by the RBI. 

Reacting to the debate on creation of 
SWFs by India, the RBI Governor has 
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strongly asserted that “Given the limita- 
tions based on the Central Bank by its 
mandate, it can be held that it will be 
appropriate to bestow this responsibil- 
ity on a different Sovereign entity. If and 
when the country considers setting up of 
an SWF for the purpose, one of the meth- 
odologies could be to fund the SWF by 
purchasing foreign exchange from the 
Central Bank, to the extent required.” 

That aside, the RBI Governor has 
made two other interesting observations 
over the issue, which merit consideration 
by all: One, although one can make a case 
for setting up of an Indian SWF, whether 
it is possible to ignore the difficulties as- 
sociated with the assessment of ‘reserve 
adequacy’ in a dynamic setting and, 
based on it, divert a part of ‘excess re- 
serves’ to the proposed SWF for earning 
higher returns by investing in riskier as- 
sets; and two, India being a country suf- 
fering from both current account deficit 
and fiscal deficit, coupled with no known 
dominant exportable natural output 
like crude oil by the Gulf countries, which 
promises significant revenue on a long- 
term basis, shouldn’t we evaluate the 
idea of floating an SWF with caution? 
This phenomenon gets further accentu- 
ated if we factor in the other reality —the 
fact of our having a negative interna- 
tional investment position —liabilities 
far exceeding the assets. 

Reflecting on the proposal for the cre- 
ation of an SWF by India, one wonders: Is 
India suffering from inadequate invest- 
ment demand that compels the State to 
look for investment avenues elsewhere? 
On the contrary, the truth is that India, 
according to the Union Minister of Fi- 
nance, P Chidambaram—as he put it at 
an interactive session with Arni 
Mathiesen, Minister of Finance, Iceland, 
organized by the Confederation of Indian 
Industry (CID, on November 23, 2007— 
needs an investment of $475 bn in infra- 
structure alone in the next five years to 
support the anticipated 9% growth. 

This obviously raises the question: 
Why not invest excess reserves in the 


mestic Infrastructure? 


creation of infrastructure within the 
country instead of creating an SWF for 
investing the reserves in the global fi- 
nancial markets for earning higher re- 
turns. It is needless to argue here that 
it is only by creating the required infra- 
structure in the country that we can 
build scope for generating an assured 
and continuous stream of revenue 
through exports in which we enjoy a 
known and accepted advantage—such 
as IT, ITES and other knowledge-re- 
lated services—that can alter the cur- 
rent account balance significantly over 
a period of time. Despite these known 
probabilities, we have been all along 
dilly-dallying with the idea of using the 
mounting forex reserves for infrastruc- 
ture development under the fear that 
we have no known and dependable 
method of assessing the ‘adequacy of 
reserves and the fear of capital fleeing 
the country; for, a big chunk of our cur- 
rent reserves are either of debt nature 
or stock market investments of FIIs 
which are particularly known for leav- 
ing a country, lock stock and barrel, at 
the slightest provocation. 

For one thing, floating an SWF may 
appear as a better choice for managing 
forex reserves: theoretically, assets un- 
der SWF can be liquidated much faster 
to beat the balance of payment crisis, if 
any, though the current experience under 
the subprime crisis speaks differently. 
This makes one wonder: Would it not be 
more appropriate to use the forex re- 
serves for domestic investment? After 
all, it is a known fact that wealth is never 
created without taking a risk, and hence, 
we must get emboldened to use the re- 
serves for creating the much-needed in- 
frastructure in the country. Investment 
of forex reserves in infrastructure is, no 
doubt, exposed to the same risks that 
the RBI governor has articulated, but it 
is at least better-suited to aid the 
economy grow than an SWF, that too, on 
a sustainable basis.m 

— GRK Murty 
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Company: Jindal Stainless Ltd. 

Job Desc: Would be responsible for handling all 
the financial activities, Preparing Cash Budget 
Statements Obtaining funds and allocation of the 
same, MIS Reporting on various matters on 
Monthly basis, Following up with Banks 

Profile: Should be a qualified Chartered 
Accountant (preferable 1st attempt) having good 
exposure and experience of handling all the 
financial and accounting activities. 

Exp: 10-16 

Location: Hisar 

Email: career@jindalsteel.com 


PMR OR ee 


Company: KELLY Services 

Job Desc: Shall have hands on experience of 
preparation of returns, involvement in assessment 
& appeal proceedings, appearance before various 


authorities, interaction with Revenue departments. 


Profile: Reasonable knowledge of other 
commercial laws. Acumen in drafting & vetting of 
commercial transactioms/ contracts. Good 
interpersonal skills & ability to communicate 
effectively. 

Exp: 10-17 

Location: Delhi 

Email: Megha_Bareja@kellyservices.co.in 


EARO o 


Company: Kent RO Systems Ltd. 

Job Desc: Candidates with degree in BCOM/CA 
intermediate and having experience of around 10 
yrs required at Mumbai. 

Profile: Candidates with degree in BCOM/CA 
intermediate and having experience of around 10 
yrs required at Mumbai. 

Exp: 10-12 

Location: Mumbai 

Email: resume@kent.co.in 


Post: General Manager- LegaVTaxation 


Company Rasna Pvt. Ltd. 

Job Desc: Must have hands on handling 
assessment and coordinating with consultants at 
highest level with experience with Tax Filing, 
Appeals etc. To ensure that company's interest are 
Protected in all the legal matters handled by him 
as above. 

Profile: Will have to head the Sales Tax and Inceme 
Tax functions of the organization. Handling taxes 
especially income tax & VAT, Service Tax and 
miscellaneous legal and secretarial matters. 

Exp: 10-20 

Location: Ahmedabad 

Email: mail@rasnaindia.com 
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Company: ShareKhan Ltd. 

Job Desc: Will have to achieve revenue through 
Direct HNI, Direct Retail, Franchisee. To achieve 
PMS revenue. To set up and achieve on 
commodity trading 

Profile: Required a CA/ MBA with relevant 
experience in a broking Firm. Candidate Should 
have good market understanding and excellent 
communication skills. 

Exp: 5-10, Location: Pune 

Email: deexa@sharekhan.com 


Company: Shriram Group of Companies 

Job Desc: Would be responsible for cost control 
and Budgetary control, Annual Account 
preparation, Cash Management/Investment 
Incorporating modifications/suggestions to 
enhance financial viabilities of the proposals 
Profile: Qualified charted accountant with post 
qualified company experience. 

Exp: 4-9, Location: Chennai 

Email: SVS.Careers@shriram.com 


Company: TATA Sky Ltd 

Job Desc: Would handling all direct tax 
obligations viz. payment of FBT and advance tax, 
filing of Corporate Income Tax returns. Dealing 
appropriately with notices received from time to 
time relating to direct tax liabilities. 

Profile: The incumbent should be conversant with 
litigation procedures, Handling all Corporate 
Income tax assessments along with the tax 
consultants. 

Exp: 4-7, Location: Mumbai 

Email: amarpritd@tatasky.com 


‘Post: Branch Manager = 


Company: The Muthoot Group 

Job Desc: We are looking for recently retired/VRS 
Ex-bankers for our Jalandhar / Hoshiarpur / 
Nawanshahr / Bhatinda Branch. Person should be 
good in overall branch administration. Managing 
the Branch - Operational, Administrative, 
Marketing and Business Development 

Profile: Should be ready to take responsibilities, 
initiative and should be able to take business 
pressure. Shall have good contacts in the local 
area to generate the business for the branch 
-have good administrative capacity 

Exp: 15-25, Location: Bathinda 

Email: hrdelhi2@muthootgroup.com 


Company: Indusind Bank 

Job Desc: Responsible and accountable as Profit 
Center Head. Achievement of branch budgets- 
Retail liabilities/ Fee Income. Keeping tab on the 
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market trends including that of the competitors. 
Profile: Act as a brand Ambassador of the Bank by 
implementing the Strategies in tandem with 
Corporate Objectives. 

Exp: 3-8, Location: Silchar 

Email: tanmoy.sinha@indusind.com 






Company: ING Vysya Bank Ltd. 
Job Desc: Responsibilities include acquiring new 
relationships and, maintaining existing 
relationships whose turnover is between 150 crores 
to 400 crores. Provide financial solutions 
encompassing commercial banking, Debt Capital 
Markets, transaction banking and fi 

Profile: Looking for an MBA. Should have at least 5 
to 7 years of work experience as a Relationship 
Manager, with overall work experience of around 8 
to 10 years. 

Exp: 8-10, 

Location: Chennai 

Email: careers@ingvysyabank.com 


Company: India Infoline 

Job Desc: The candidate has to handle around 
seven branches in AP-You are the only single point 
of contact for sales/Admn/Ops for the particular 
branches. Need to train and motivate the team to 
achieve their targets. 

Profile: Candidate should be from the broking 
industry . 

Exp: 4-7, 

Location: Hyderabad 

Email: arundhathi@indiainfoline.com 


Company: ABN Amro Central Enterprise Services 
Pyt: Ltd. 

Job Desc: Would facilitate requirements gathering 
sessions with multiple stakeholders to extract 
requirements using best practice methods and 
tools. Create deliverables - process flows, business 
requirements documents, high level designs 
Profile: Shall have a Bachelor's Degree. A Banking 
related diploma or course certificates will be added 
advantage. Cash Management Functional 
Knowledge is Mandatory. 

Exp: 5-8, 

Location: Mumbai 

Email: debashree.chattopadhyay@in.abnamro.com 


Company: Country Club 

Job Desc: Must be able to handle all the financial 
matters of the company. Formulating budgets, 
variance analysis, Cash flow, Fund Flow -preparing 
financial statements. processing of Expenses 
Income, and Transactions. Cost control, financial 
planning. 


Locating the Best Jobs for you! 
Top Companies Hire From Here 





Profile: Looking for candidates with 8- 12 years of 
experience in Finance . Must be CA/ICWA 
.CAVICWA-Inter 

Exp: 8-12 

Location: Hyderabad 

Email: resortcareer@yahoo.com 








Company: Citigroup Global Services Ltd. 

Job Desc: The incumbent would be handling trade 
finance operations. Shall have an ability to 
understand and grasp Product and system 
knowledge with regards to Trade Finance quickly. 
Profile: The incumbent should be a graduate with 
relevant 3 to 5 years of experience in handling trade 
operations. Ability to understand and grasp 
Product and system knowledge with regards to 
Trade Finance quickly. 

Exp: 3-7 

Location: Mumbai 

Email: bashir.ansari@citigroup.com 





Company: Andhra Pradesh Gas Power Corporation 
Ltd. 

Job Desc: Candidate should be a member of the 
institute of cost and works accountants of India 
with 15 years of experience in costing and finance in 
industry and / or power plants. 

Profile: the ideal candidate shall have a relevant 
qualifications along with the prior working exposure 
in the similar profile. 

Exp: 15-22, Location: Hyderabad 

Email: apgpcl@rediffmail.com 





Company: Bank Of Bahrain & Kuwait B.S.C 
Job Desc: Responsible as a profit centre head. To 
lead a team in the Branch in the operational and 
development area with effective people 
management. 

Profile: Professionally qualified person, minimum a 
Post - Graduate with an earlier exposure to Banking 
Business in Hyderabad, with a minimum 3 years 
experience in a senior managerial capacity 

Exp: 7-12, Location: Hyderabad 

Email: jobs@bbkindia.com 






Company: Biomax Fuels Ltd. 
Job Desc: Would be responsible for Structuring and 
implementing MIS reports, maintenance of works 
accounts, administration, direct and indirect tax 
laws, industrial relations. 

Profile: Shall have an experience in international 
banking, working capital finance and accounts in a 
large establishment required. 

Exp: 14-18, Location: Visakhapatnam 

Email: biomaxfuelsjobs@gmail.com 


Why naukri.com? 


» 200,000 Jobs 
» 35,000 Recruiters 
» Get Jobs by email 

















Sn. Ce f T T 
wib. ge.) UL - Vj 


Company: BMR Advisors 

Job Desc: The work would involve rendering compli- 
ance services to various clients. Monitoring the 
quality of service delivered to clients for a particular 
service line. 

Profile: The candidate should have the knowledge 
of Service Tax. Strong understanding of processes of 
clients 

Exp: 8-10 

Location: Delhi 

Email: careers@bmradvisors.com 





Company: Brahamputra Consortium Ltd. 
Job Desc: Would be ensuring adherence to Account- 
ing policies, system and processes as laid down by 
the Company. Providing inputs for all policy issues 
relating to Accounts, audit, budgets and treasury. 
Profile: Candidate should be a CA or ICWAI with 15 
to 20 years of experience. Candidate having experi- 
ence in Construction Industry. 

Exp: 15-20 

Location: Gurgaon 

Email: shivani@brahamputra.com 





Company: CentrumDirect Ltd. 
Job Desc: Management and Administration of Re- 
gional Offices covered under the Foreign Exchange 
and Allied business. 

Profile: The candidate must be a Graduate having 
minimum 12 years of experience in Foreign Ex- 
change. This should include at least Syears service as 
an Area Manager. 

Exp: 10-12 

Location: Chennai 

Email: a.karangutkar@centrum.co.in 










Company: Cerebral Solution 
Job Desc: Candidate must be CA or MBA (Finance) 
from a reputed Institution, having 10-18years of ex- 
perience with reputed Overseas/Indian Corporates. 
Profile: Shall have an excellent knowledge of Ac- 
counts, Taxation, Legal compliances, Forex. 

Exp: 10-18 

Location: Gurgaon 

Email: cerebralsolutions.al@gmail.com 






Company: Era Group 
Job Desc: Raising funds from with Banks, Financial 
institutions, Mutual Funds for raising of Funds. Co- 
ordinating with Regulatory Bodies such as RBI, SEBI, 
Stock Exchanges, Fil's, FDI's, Banking Institutions etc. 
Profile: Required a CA with atleast 20 years of expe- 
rience in Corporate Financing and would include ex- 
posure to dealing with NBFC & Capital/Fil's -Good 
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exposure to Statutory and various RBI norms re- 
lating to Fil's, FDI's and Banking Instt. 
Exp: 20-30 

Location: Delhi 

Email: raj. sharma@eragroup.in 





Company: GILL & CO Pvt. Ltd. 

Job Desc: Ideal would be a B.Com/M.Com 
having a thorough knowledge of finalization of 
accounts of private limited company. well 
versed with tally packages & accounting soft- 
ware knowledge of income tax & vat, service 
tax & ETDS. 

Profile: Candidates having an experience of Ac- 
counts in agro commodities company and who 
were handling high volume exports accounting 
transactions only need apply 

Exp: 10-15 

Location: Mumbai 

Email: gillco@gillcot.com 


Company: Hathway Cable & Datacom Pvt. Ltd. 
Job Desc: Shall have 5 Years experience in Ac- 
counts. Mainly handling Tax, TDS, day to day ac- 
counts, sales tax, service tax. Should currently 
be working as Executive Accounts in any com- 


pany. 

Profile: Would be mainly handling Tax, TDS, day 
to day accounts, sales tax, service tax. Should 
currently be working as Executive Accounts in 
any company. 

Exp: 5-6 

Location: Chennai 

Email: vrunda@hathway.net 


Post: Sr Officer- Accounts, 


Company: Hind Aluminium industries Ltd. 

Job Desc: Applicants should have experience in 
computers and Tally. 

Profile: Required a B.Com graduate with 8 10 
years experience or CA Inter pass with 2- 3 years 
experience. -Capable of handling accounts inde- 
pendently. 

Exp: 8-10, Location: Mumbai 

Email: hind@associatedgroup.com 


Post: Chief Finance Officer 


Company: Hind Group 

Job Desc: Candidate having a deep knowledge 
of Finance, Accounting, Internal Audit, Manage- 
ment Audit, Legal, Taxation (Direct & Indirect), 
Strategic Financial Planning, Fund Sourcing 
implementation, General Corporate taxation etc. 
Profile: The person should be CA with 15-20 
years experience in a reputed Company. Respon- 
sible for the complete finance/accounting func- 
tion. 

Exp: 15-20, Location: Delhi 

Email: jobs@fasttrax.in 
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Education 


Beyond Reservations 


Ne one else has perhaps captured the essence of a flower 
as pithily as Tennyson when he mused: “Little flower — 
but if I could understand / What you are, root and all, and all 
in all, / I should know what God and man is.” 

Aside from Tennyson’s intellectual and analytical curiosity 
to grasp the “why and wherefore” of life, what is of interest for 
us here is: a beautiful flower can radiate its beauty only so long 
as its petals are intact in their natural form emitting fra- 
grance. But once disarranged—its petals gone and its scent 
_ lost—however beautiful the flower might have been, it loses its 
identity, its very essence. And, so is the case with the society: If 
its members fall apart into different groups—say on the lines 
of caste, creed. religion, ete.—the society loses its very identity, 
for when a society disintegrates into different groups, its bind- 
ing glue, samata (equity) and mamata (warmth), evaporates. 
This ultimately leads to anarchy in the society — disturbing 
and dislecating normal life and its very rhythm. 

That's what indeed we saw happening two years back when 
the government announced 27% reservations for OBCs in cen- 
tral educational institutions. It drew the students out from the 
classrooms into streets, disturbing normal life. It even gener- 
ated acrimony between different sections of 
the society. It took quite sometime for the ad- 
ministration to put the lid on these skir- 
mishes. It is only when the conflict was re- 
ferred to the Supreme Court that life could 
return to normalcy. 

Encouragingly, this time round, when the 
Supreme Court pronounced its judgment on 
the bunch of petitions, upholding the law en- 
acted by the Parliament providing 27% quota 
for OBCs in central higher educational insti- 
tutions, no such wild reactions were noticed. 
This, indeed, is a good augury for the booming economy. If this 
can be dubbed as an indicator of our maturity —of our ability to 
see reason and deliberate rationally upon the issues affecting 
the different sections of the society differently—one must say 
that India has come of age. 

Given that, let us take a dispassionate look at the Court’s 
verdict. The Supreme Court while commenting that “to cope 
with the modern world and its complexities and turbulent prob- 
lems, education is a must and it cannot remain cloistered for the 
benefit of a privileged few,” has directed the government to ex- 
clude the ‘creamy layer’ of the OBC from the quota system. This 
pronouncement has indeed set aside the conventional wisdom 
that backwardness is a mere function of the caste. Another 
interesting observation made by the Supreme Court is: “Reser- 
vation as an affirmative action is required only for a limited 
period to bring forward the socially and educationally backward 
classes by giving them a gentle supportive push” and, hence, this 
arrangement needs to be reviewed after the lapse of a reason- 
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able period. Else, the country may permanently remain divided 
on caste lines. It has also observed that though affirmative dis- 
crimination is a road to equity, if it is allowed to become a rut by 
perpetually carrying out such discrimination, there is a danger of 
economic progress getting stagnated, if not derailed. 

Now, coming to the economic progress, we need to take a 
look at a few hard-hitting but heady numbers: Pundits say that 
if we continue to grow at 7% annually for the next 10 years— 
which possibility no one doubts today—our GDP will reach a 
level of $2.5 tn mark. Which means, we need to have six crore 
more well-educated, skilled and trained people to manage the 
resulting economy. The obvious question that one now faces is: 
where will such workforce come from? That is not the end of the 
challenge, for if our economy doubles to $5 tn mark by the next | 
20 years—which is certain to happen, unless and until we man- 
age to derail ourselves consciously or otherwise—we would 
need 10 crore skilled people to man it. Are we doing anything 
proactively to meet such demands? The honest answer is: ‘No’: 
we are not even seized of the enormity of the problem. 

So, what in reality we need is the creation of new infrastruc- 
ture for producing educated, employable people in such large 
numbers, which in itself offers enough space 
to each and every aspiring but willing 
learner—irrespective of caste and creed. A 
mere reservation of 27% in a capacity of 1,400 
seats in IIMs, 4,193 seats in IITs, and say an- 
other 5,000 seats in other classes of higher 
educational institutions is not going to make 
any difference to the lives of 52% of OBCs in 
our 100 crore plus population. So, the need of 
the hour is to build the mammoth infrastruc- 
ture required to educate the youth and make” 
them fit to man the economy. 

Instead of getting bogged down in an interminable and 
hackneyed debate on whether or not to have reservations, and 
at what rate and to whom, we should endeavor to formulate 
educational policies that enable our “vastly diverse classes” 
acquire knowledge and compete on equal footing for employ- 
ment in an increasingly globalized economy, where merit alone 
is defining the successes of countries. Taking a lead from what 
researchers Dani Rodrick and Arvind Subramanian observed 
in their path-breaking article—Why Did Financial Globaliza- 
tion Disappoint?—that “policies to improve education... are 
good for growth,” we may have to make such educational policies 
which simply make education economically affordable to every 
section. The State has no other alternative but to make these 
things happen through necessary economic legislation. And, it is 
towards this end that the electorate should work. Else, the beau- > 
tiful’ flower may become a withered stock forever.s -grk 
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Farm Loans: Second Thoughts 


Amid the growing food prices that are a net result of poor investment in 
agriculture—2.5% as a ratio of GDP that resulted in abysmal capital forma- 
tion—and the bad times that the country is passing through, State Bank of 
India (SBI), the country’s biggest bank, has come out with a decision to suspend 
loans to farmers for buying tractors and other farm equipment. What is inter- 
esting here is not the announcement per se, but the underlying truth. And there 
is no better means to know the truth than from the horse’s mouth. At the 
Second Agriculture Summit held on October 18, 2006, the Prime Minister 
said: “When we review our agricultural situation, it is clear that there are four 
deficits we need to bridge. These four deficits are: one, the public investment 
and credit deficit; two, the infrastructure deficit; three, the market economy 
deficit; and four, the knowledge deficit. Taken together they are responsible for 
the development deficit in the agrarian and rural economy.” 

In the same summit, he also said: “...we need more thinking on the credit 
front. While the financial system should do more for the credit needs of farm- 
ers, we need to raise some questions: What do farmers need? Is our existing 
institutional framework adequate for meeting the requirements of our farm- 
ers? Do we need to create new institutional structures? It is necessary that we 
find answers to these questions in the near future.” 

Whether the nation has found answers to these pertinent questions or not, 
SBI, it appears, has come up with its own answer when it issued a circular to its 
branches asking them to stop lending to farmers for purchase of tractors and 
other farm equipment. And this has only highlighted the fact that the nation is 
still to come to terms with its agricultural lending in particular and agricul- 
tural development in general. The positive side of SBI’s announcement is that 
it draws the nation’s attention to the unease with which the banking system is 
currently dispensing farm loans, for which, banks, of course, have their own 
reasons: one, they consider farmers as less creditworthy for they can offer no 
matching security; two, farm loans are prone to diversion/misuse, since the 
farmer does not consider his household, farm and other allied activities as 
independent entities; three, farm loans are ‘programmed-to-fail’; and four, 


à, farm loans, cumulatively, end up as NPAs, pulling the banks’ profits down. 


To effectively counter these challenges, it is time we built a new Pan-India 


3 ? agricultural bank that can operate with a sense of commitment to the people in 


istress and work with a well-meaning agenda to: evolve a lending model that 
facilitates speedy reach to the farmers and other rural clientele with a mini- 


a ~ ro transaction cost so that interest rates can be kept low; design cost-effec- 
$- — tive methods to scale up the service delivery mechanism both horizontally and 


vertically; minimize cost-prone paperwork to make credit delivery more 
friendly to the farmers; develop systems to increase volumes and thereby raise 
net margins; define the positive role that village level institutions like 
Panchayat Raj and Cooperative Societies could play in credit delivery, and 
more importantly, in their recovery, in association with the concerned govern- 
ment agencies and secure conscious acceptance for compliance thereof: define 
the role of government in creating a conducive atmosphere for the smooth flow 
of rural credit and engender sustainable credit-culture; define fair banking 
risks under various kinds of lending to enhance the scope for timely credit 
decisions at the branch level; leverage IT to deliver financial services faster and 
at cheaper price; and design a mechanism to convert bankers from a credit 
supplier to a friend, philosopher and guide to rural folk. 

That alone answers the Prime Minister’s questions as well as the nation’s 
needs. 


GRK Murty 
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Anybody who recommends that we should continue inflation is actually 
sacrificing growth. High inflation will kill medium-term growth prospects. 


—Montek Singh Ahluwalia 
Deputy Chairman, Planning Commission 


Our expectation is that inflation will moderate. We are waiting for the roll- 
back in steel and cement prices to come into force. You have to be patient. 


—Chidambaram 
Finance Minister, Government of India 


Many providers are successfully selling buyer value propositions that exter- 
nal spending on IT services and solutions can help customers save money 
and be more productive, even in a profoundly uncertain economic climate. 


—Kathryn Hale 
Research Vice-President, Gartner’s Worldwide IT Services Group 


The companies which plan to set up a fab in India may have only 30% of the 

orders in place. Rest 60-70% of the fab has to be utilized to keep the venture 
profitable. 

— Jaswinder Ahuja 

Chairman, Indian Semi Conductor Association 


George Bush has never been known for his knowledge of economics. And he 

has just proved once again how comprehensively wrong he is. To say that the 

demand for food in India is causing increase in global good prices is com- 
pletely wrong. 

— Jairam Ramesh 

Minister of State for Commerce, Government of India 


The Indian operations have been delivering successfully. The education sys- 

tem and work ethics in India are particularly high and positive. In addition 

to offering direct services to clients, we see enormous opportunities to lever- 
age the resources India offers. 

— Michael Wareing 

International Chief Executive Officer, KPMG 


There is a public perception that futures trading has contributed to the price 

rise. The government wants to allay fears over anything to do with the price 

rise. A future trading, by its very nature, gives an indication of future price 

movements. The government is obviously wary of giving such price signals to 
the public. 

—BC Khatua 

Chairman, Forward Markets Commission 
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On the Growth Path 


India’s core infrastructure 
sector grew by a robust 9.6% 
in March, and stood out as a 
silver lining in an otherwise 
poor overall industrial sector 
performance during the 
month, thanks mainly to 
accelerated production in the 
steel and coal sectors. and to 
some extent in the cement 
sector. The index of six core- 
infrastructure industries— 
crude oil, petroleum refinery 
products, coal, electricity, 
cement and finished stee] — 
having a combined weight of 
26.7% in the Index of 


Industrial Production (IIP) 
registered a growth of 9.6% 
compared to the growth of 
10.5% in March 2007. 
During 2007-08, the growth 
in these six industries was 
relatively low at 5.6% as 
against 9.2% during the 
corresponding period of the 
previous year. 

In March 2008, it was 
finished steel which led the 
pack by registering 21.8% 
growth compared to 16.6% 
in March 2007. Cement 
output, with a relatively 
small weight of 1.99% in 
the IIP, increased by 9.3% 
during March 2008, 


Era of Cheap Food Is Over 


Falling productivity and 
high oil prices are likely to 
keep global food prices at 
elevated levels for another 
cecade, reports a top World 
Bank official. “Oil prices are 
not going to come down. The 
era of cheap food is over and 
prices are likely to remain 
high for at least the next 10 
years,” World Bank South 
Asia Region Vice-President, 
Praful Patel said. He said 
the current situation has 
“caught the whole werld by 
Surprise”, and the crisis was 
due to a combination of 
factors. The effective 
measure in the South Asian 
region will be a pro-poor and 
pro-agriculture approach 
with “coordinated and 
cohesive” policies and 
implementation, he said. A 
global financial mechanism 
to fund programs for 
enhancing agriculture 
productivity was required 
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and the World Bank is 
setting up a special trust 
fund of US$800 mn to 
support such initiatives. 
“The World Bank will 
contribute US$50 mn from 
its net income, while the 
remaining will be raised 
through donors like various 
UN agencies,” Patel said. 
The global bank has already 
increased its South Asian 
commitment for agriculture 
to US$1 bn from US$300 
mn last year. 

A substantial part of 
these funds will be diverted 
towards R&D to improve 
farm productivity and 
develop high quality seeds. 
“This is in addition to what 
the World Bank will be 
spending on building roads in 
rural areas,” he said. 
Commenting on the rising 
food prices, Patel said one of 
the root causes is supporting 


and sustaining huge agricul- 


compared to 5.5% in the 
same month of the previous 
fiscal. Coal production, with 
a weight of 3.2% in the IIP, 
grew 9.3% in March 2008 
compared to 10.6% in 
March 2007. All other 
sectors registered meagre 
increases during the month 
as well as the fiscal. Growth 
in petroleum fell 0.3% in 
March 2008, compared to 
3.2% growth in March 2007. 
Growth in petroleum 
(weight of 4.17% in the IIP) 
fell 0.3% in March 2008, 
compared to 3.2% growth in 
March 2007. Petroleum 
refinery production ( weight 


tural subsidies by the 
Western world. He suggested 
that the issue should be 
addressed on priority and 
subsidies should be “elimi- 
nated completely”. As per 
rough estimates, the farm 
subsidies to farmers of the 
Western world are to the tune 
of US$300 bn. The high oil 
prices too contributed to the 
crisis as the entire region is a 
net importer of oil. Increased 
consumption in India and 
China has further fueled the 
price hike and natural 
disasters like cyclone, drought 
and floods have also contrib- 


of 2.00% in the IIP) regis- 
tered a growth of 0.0% in 
March 2008, compared to 
13.4% growth in March 
2007. Electricity generation 
(with a high weight of 
10.17% in the IIP) regis- 
tered a growth of 3.6% in 
March 2008, compared to a 
growth rate 8% in March 
2007. The data showed that 
India’s overall industrial 
output growth measured by 
the IIP slowed to its 
weakest in six years in 
March to 3%, triggering 
concerns about sustained 
economic downslide in a 
period of rising prices.s 





uted to the current crisis. 
According to Patel, farm 
productivity has to be 
increased through R&D and 
not by deforestation. Failure 
of wheat producing countries, 
especially the major producer 
Australia, has affected 
reliable supplies, and 
competition between people 
and cars (biofuels), particu- 
larly in US, was pushing up 
prices. The increase in the 
income levels of the people 
living in South Asian 
countries and consequent 
changes in their food habits 
have also pushed up prices. 
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INTERNATIONAL 


The US Remains World’s Most Competitive ine 


Desnite a strong possibil- 
ity of a recession, the US 
ecomomy continues to øc- 
cupy the top position in the 
world competitiveness 


rank-ngs on the measure of 


countries’ overall economic 
performance, business 
competency, infrastruc- 
ture, etc., leaving behind 
the Asian tigers like 
Singapore and Hong Kong. 
The US economy 
ranked first for the 15 
year in a row in the World 


was 


Super Rice from 
IBM 


IBM has come up with a 
unique way of easing 
billions of hungry popula- 
tion with super rice, And 
this is not done by accepting 
donations or man hours 
from people, but by sharing 
your computers unused 
processing power with a 
non-profit network—World 
Community Grid of IBM. 
This way you can help 
scientists in finding 
solutions for problems like 
global food crisis, cure for 
cancer, AIDS, dengue fever 
and understanding the 
impact of climate change. 
The World Community 
Grid was launched in 2004 
as a social network for the 
cause of common good. 
About 383,558 people and 
989,479 devices have 
already signed up this grid, 
making it the third most- 
powerful supercomputer in 
the world. This grid was 
used by Ram Samudrala, 
PhD with his research team 
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Competitiveness Yearbook 
2008 of the International In- 
stitute for Management De- 
velopment, Lausanne. Den- 
mark, Australia, Canada. 
Sweden and the Nether- 
lands hold their positions 
among the top 10 most com- 
petitive nations. To the sur- 
prise of many, China and 
India—the emerging eco- 
nomic giants—dropped two 
places this year, to 17" place 
and 29" place respectively 
on the list of 55 economies. 


of 30 members at the 
University of Washington 
for their rice research. He 
said “It took less than two 
years to generate results 
using this grid, otherwise it 
would have taken decades 
for us to complete our 
research using standard 
computing power.” IBM’s 
Vice-President of corporate 
citizenship, Stan Litow, 
says that though this work 
came timely, given global 
food crisis, the grid members 
were in talks with 
Samudrala and his team for 
about a year. He elaborates 
“There are certain kinds of 
research, like studying 
60,000 rice proteins, that 
require the heft of one of the 
world’s largest 
supercomputers.” 

The grid which was used 
for one project for about a 
year is now used for multiple 
projects. Active research 
projects which are underway 
include understanding 
cancer, AIDS, drugs for 
human proteome folding and 
dengue fever, and under- 





standing the impact of 
climate change. Litow says, 
“Once you set up the 
infrastructure, the incremen- 
tal costs of adding another 
project are low.” IBM offers 
the know-how, hardware and 
software for the research 
process. Research findings 
using this grid are left in the 
public domain and are 
reviewed and accepted by an 
autonomous scientific board. 


US Consumer 
Bankruptcies Jump 
47.7%: American 
Bankruptcy Institute 


Bankruptcy filings by the 
US consumers jumped 
47.7% in April from one 
year ago, as families cope 
with the fallout from the 
subprime mortgage crisis, 
according to American 
Bankruptcy Institute. In 
2007, there were 850,912 
US bankruptcy filings, up 
38% from 2006. “The sharp 
spike in consumer bank- 






ruptcies reflects the growing 
financial stress faced by 
American families, saddled 
with household debt and 
mortgage woes,” said 

Samuel Gerdano, Executive 
Director of the institute, 
expecting consumer 
bankruptcies to top one 
million new cases this year. 
The all-time high of more 
than two million consumer 
bankruptcy filings occurred 
in 2005, just before the 
federal bankruptcy law was 4 
reformed to make it more 
difficult for consumers to 
discharge their debt under 
Chapter 7 of the law. 

The reforms also 
increased debt payments 
required under Chapter 13 
filings and eliminated some 
protections, such as delaying 
housing evictions or delaying 
child support proceedings. 
Some Democrats in Con- 
gress this year unsuccess- 
fully sought another change 
in the federal bankruptcy 
law to let bankruptcy judges 
reduce mortgage amounts to 
reflect the current fair value 
of a home. Under current 
Chapter 13 bankruptcy law, 
a judge may restructure 
most of a consumer’s loans, 
ranging from credit cards to 
car payments, but may not 
modify a secured debt such 
as a home mortgage. 
Bankruptcy filings made 
under Chapter 7 allow a 
consumer or business to 
liquidate assets to pay-off 
creditors. Chapter 11 filings 
are made by companies 
seeking to reorganize and 
pay debts while staying in m 
business. í 
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Destination Africa 


India’s Trade Safari 





India seeks greater ties with the Sub-Saharan African region, the new global 
hotspot for energy resources, to achieve energy security. 





ddressing the Joint Session of 

the Nigerian National Assem- 

ly in October 2007, first by an 

Indian Prime Minister in the last 45 
years, Manmohan Singh was unequivo- 
cal on India’s stance an Africa’s resur- 
gence on the world map. “We (India) 
seek to become a close partner in 
Africa’s resurgence,” he said. New Delhi 
has not wasted any time in translating 
words into action. In March this year, 
the Prime Minister unveiled a blue- 
print for boosting its relationship with 
the African region. Nigeria is already 
India’s largest trading partner in Af- 
rica. The first India-Africa Forum, a 
two-day summit, touted as India’s most 
important diplomatie event this year, 
held in New Delhi, was attended by 
eight heads of Atrican states and del- 
egations from 14 African countries. The 
event focused on ways to boost relations 
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between the two sides in areas of trade, 
agriculture and human resources. The 
Prime Minister chose the occasion to 
announce duty-free access to Indian 
markets for the world’s 50 Least Devel- 
oped Countries (LDCs), 34 of which are 
in Africa, comprising 92.5% of all LDC 
exports, including diamonds, cotton, co- 
coa, aluminum ore and copper ore, in a 
gesture to show India’s continued con- 
cern for the continent. 

The two countries which share a 
deep and long history of ties that go be- 
yond the realms of business, however, 
are now putting greater emphasis on 
furthering economic and commercial 
ties. The efforts have shown good re- 
sults. Economic ties between India and 
Africa are burgeoning rapidly, with bi- 
lateral trade estimated to have touched 
$30 bn in 2007-08. The economic part- 
nership spans diverse sectors, including 


agriculture, small and medium enter- 
prises, health, education, infrastruc- 
ture, information technology and com- 
munications, automobiles, manufac- 
turing and development of railways. 
The Prime Minister has emphasized 
the need for a ‘new architecture’ in rela- 
tions. However, the country’s political 
bosses are now looking beyond mere 
gestures as they mean serious busi- 
ness—a change in the mindset that crit- 
ics attribute to India’s growing worry 
over China’s recent headways in its 
economic and commercial ties with the 
region. 


The great quest for energy 

It’s no secret that energy security tops 
the agenda for India and China, two of 
the world’s fastest growing economies. 
Faced with shooting crude oil prices, on 
the one hand, and ensuring enough sup- 
ply to their gas-guzzling factories and 
motor vehicles, the energy-hungry 
neighbors have been fiercely scouting 


for new sources to meet their energy» 


needs. That pursuit has seen them 
turning to Africa, which has emerged as 
the new hotspot for energy resources 
such as, oil, minerals, gas and forests; 
Africa has an estimated $30 bn worth of 
untapped oil and gas assets. The region 
though still grappling with acute pov- 
erty and starvation, however, has the 
potential to be a serious rival to the 
OPEC. Vast discoveries of oil sources in 
the Equatorial Guinea, Angola and Ni- 
geria have received unprecedented 
world attention. In fact, if experts are to 
be believed, Equatorial Guinea is sit- 
ting virtually at the heart of a 
deepwater corner of the Atlantic Ocean 
and is even termed as the linchpin of 
growing sub-Saharan African oil pro- 
duction. The US which has major inter- 
est in the region aims to source almost a 
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“For India, it means access to a large and growing market—not only to natural resources 
but also to a burgeoning middle-class of increasingly sophisticated consumers.” 


How do you view India’s efforts to strengthen its 
business tie-up with Africa? 

Aditya Dev Sood: They are long overdue. 
India has had strong and healthy business 
relations with African nations since the 19% 
century, which were disrupted only due to our 
own process of decolonization, followed by 
theirs. 

India’s organized sector, if anything, has 
been too timid—in contrast to our smaller 
traders and entrepreneurial classes, who 
have always been very active internation- 
ally, and not necessarily only oriented to- 
wards Europe and the US. 

Our recently released Emerging Economy 
Report focuses on seven countries including 
India, three of which are in Africa—Egypt, Kenya and South 
Africa. These nations alone indicate the diversity and frag- 
mented character of the markets in this continent. In order to 
succeed in Africa, Indian corporations will have to make ef- 
forts to learn about the continent and take its consumers and 
their needs seriously. 

Harry G Broadman: Both India and Africa have much to 
gain from increasing commerce with each other. For Africa, it 
means access to modern products from India’s factories and 
services industries as well as Indian know-how and manage- 


_ 





Dr. Aditya Dev Sood 
Founder and CEO 
Center for Knowledge Societies 
(CKS), Chicago, US 





ment techniques. For India, it means access 
to a large and growing market—not only to 
natural resources but also to a burgeoning 
middle-class of increasingly sophisticated 
consumers. 


Do you think that India will be able to gain much on 
the back of its expertise in inexpensive medicines, 
and low-cost manufacturing? 

Aditya Dev Sood: I think India needs te 
think bigger—it is not really a good source 
for bottom-end products in any category. 
The point is really that Indian companies 
will be going head to head with other global 
organizations in Africa's neutral market. 
This will spur competitiveness and innova- 
tion within India. 

Harry G Broadman: Yes, there are lots of ‘first mover’ advan- 
tages to be realized by investing in Africa today. India is well- 
poised to exploit such advantages, especially in those sectors 
where its industries are cutting-edge, such as in low-cost medi- 
cal supplies and light manufacturing. In those sectors as well as 
others, Africa’s markets are almost limitless. 


> Pn, 


To what extent will it help India in its effort to become resource-rich in 
areas like oil, minerals and rough diamonds from Africa? 


quarter of its crude oil imports by 2015. 
No surprise then that American oil gi- 
ants like ExxonMobil, Chevron, Mara- 
thon Oil as well as Europe’s BP, Shell 
and Total have major presence in the 
region. According to estimates, oil pro- 
duction in Africa is expected to touch 6 
million barrels per day by 2010. Accord- 
ing to chinaelections.org, Africa cur- 
rently contributes 12% of the world’s 
liquid hydrocarbon (oil) production. In 
2013, African oil production is projected 
to rise to 10.7-11.4 million bpd, and by 
9018 to 12.4-14.5 million bpd. By 2010, 
China will overtake the US and France 
>- as Africa’s biggest trading partner. In 
contrast, India, the second fastest grow- 
ing economy in the world after China, is 
much behind the dragon and has lot of 
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catching up to do as it aims to sustain 
its growth momentum. 

However, to make up for the lost op- 
portunity, the government has been on 
an overdrive for sometime now. To- 
wards that direction, it launched the 
‘Focus: Africa’ program under the Exim 
Policy 2002-07 to tap the tremendous 
potential for trade with the sub-Sa- 
haran African region. The efforts have 
been showing now. India’s total trade 
with Sub-Saharan Africa which stood 
at $3.3 bn in 2001-02 has jumped sev- 
eral folds to touch $25 bn in 2006-07. 
And if forecasts by industry associa- 
tion, FICCI, are to be believed, India’s 
bilateral trade with African nations 
could double to $50 bn by 2012, pro- 
vided the government signs more trade 


pacts and offers incentives to exporters. 
In this backdrop, the recently concluded 
First India-Africa Forum Summit in 
New Delhi assumes greater signifi- 
cance. The two-day event in April this 
year marked the beginning of a new 
chapter in the long history of relation- 
ship between India and Africa. The 
summit adopted the Delhi Declaration 
and the Africa-India Framework for Co- 
operation that constitute a blueprint 
for cooperation between the two sides in 
the 21* century in the areas of economy 
such as trade, agriculture, human re- 
sources, and, of course, energy security. 
India also loosened its purse strings by 
announcing to dole out aid for projects 
in areas of human resource develop- 
ment. The Prime Minister proposed 
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Aditya Dev Sood: Global trade is a complex and only par- 
tially-cpen phenomenon. India’s access to global resources is 
not a given, and India’s diplomatic and geo-strategic efforts 
need to be oriented towards ensuring such access. 

That said, I want to emphasize that at CKS we see India’s 
opportunity in Africa primarily around creating a substantial 
new consumer market for goods and services created or value- 
added in India. 

Harry G Broadman: Obviously, these are 
important inputs to help sustain India’s eco- 
nomic growth. And India has begun to step 
up its investment and trade with Africa in 
these sectors significantly. The real ques- 
tion is to what extent will Indian firms accel- 
erate the development of backward and for- 
ward linkages in the production and distri- 
bution of these products—where significant 








Indian corporations worldwide, especially in Africa, should 


global economy. 

Harry G Broadman: India faces tough rivals in the Chinese 
on the African continent. But Indian firms may enjoy some 
competitive advantages because of their longer history of eco- 
nomic relations and deeper ethnic ties with many African 
countries. Most Indian firms are more efficient as they are not 
state-owned-enterprises and do not operate 
under hard budget constraints and subsi- 
dies. 


Future outlook? 

Aditya Dev Sood: Those Indian companies 
that take African consumers and technol- 
ogy-users seriously and go about innovating 
new products and services for that largely 
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result in the growth of new kinds of white-collar jobs in the 


value-addition is generated—and what will untapped market have a bright future in a 
be the location of those activities? No won- Africa. In order to succeed, Indian corpora- 
der the African countries focus on ensuring Dr. Harry G Broadman tions need to invest in new research and 
that they escape the trap of being exporters E conomic Advisor strategy inputs concerning the Africa oppor- 
of only raw materials. Africa Region tunity. 

The World Bank, Washington, US Harry G Broadman: Reforming India’s 
What kind of challenges does India face from other commercial policies can play a significant 
countries, especially China, which too is aiming to role in Africa’s economic development. One 
improve its ties with Africa? much-needed reform is to lower drastically India’s highly pro- 
Aditya Dev Sood: Whereas Manmohan Singh has said | tectionist tariffs on African exports—especially the tariffs 
that there is no question of competition between India and | that choke off value-added, processed African commodities. 
China with regard to Africa, we would like to go further and | The second one is to foster joint ventures with African firms in 
say that there is really a great complementarity between labor-intensive services. And the third one is to make invest- 
the offerings of India and China. Whereas they have strong | ments in Africa that help the continent diversify its exports 
advantages in areas like infrastructure development, our | out of raw natural resources and into high-tech industries, as 
companies are likely to be able to help them in developing | well as to develop backward and forward linkages to climb 
their own software and services industries. The growth of | the value chain. 

zx 


grants in excess of $500 mn over the 
next 5-6 years. 


Tapping into synergies 

According to D Subbarao, Secretary in 
the Ministry of Finance, “For trade to 
improve, both Africa and India need to 
explore each other’s potentialities that 
will enable the entrepreneurs of both 
sides to identify the major thrust ar- 
eas.” In recent years, India has been ac- 
tively promoting trade with Africa in 
the form of market development assis- 
tance. India has identified African coun- 
tries as energy potential for India’s ris- 
ing energy needs and thereby compa- 
nies like OVL and Reliance have 
started investing in equity assets in Af- 
rican regions. Therefore, the Indian in- 
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dustry has recognized the strategic im- 
portance of Aírica in commercial terms. 
With the African economies growing, In- 
dia could offer the most suitable tech- 
nology and products at competitive 
prices. Currently, India’s Exim bank 
has widened its lines of credit to sup- 
port export of goods on deferred pay- 
ment terms. 

India’s potential exports include 
machinery and transport equipment, 
petroleum products, paper and wood 
products, textiles, iron and steel, plas- 
tic and linoleum products, rubber 
manufactured products, agro products, 
chemicals and pharmaceutical prod- 
ucts, which could lead to the enhance- 
ment of trade between the two coun- 
tries. The Prime Minister said, “India 


would more than double the size of 
credit lines to projects in Africa, from 
$2.15 bn to $5.4 bn between 2003-04 
and 2008-09.” He also promised to 
boost India’s aid budget to Africa, 
pledging grants of $500 mn (€318 mn, 
£252 mn) for projects over the next 5 to 
6 years. While both the countries have 
enough resource for imports, they also 
have potentials to invest in sectors such 
as tourism, pharmaceuticals, electron- 
ics, computer software and accessories, 
information technology-related prod- 
ucts, financial services and textiles. 
Therefore, the total bilateral trade be- 
tween India and South Africa is reach- 
ing to $6.5 bn, with imports from India 
accounting for $3.12 bn and exports to 
India accounting for $3.35 bn. Moreover, 
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Indian investment is estimated at $100 
mn in South Africa. Philip Alves, an 


‘Economist at South Africa’s Institute of 
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International Affairs said, “It’s a mini- 
China approach to dealing with Africa. 
It has all the same elements, except on 
a much smaller scale and India is in all 
the same countries as China, including 
Sudan, it’s just below the radar because 
its investments are so much smaller.” 
The partnership is expected to sus- 
tain over a long period to focus on 
growth and development which im- 
proves the quality of life of its people. 
Even it is possible to sustain its growth 
in the coming decade mainly due to 
Africa’s growth prospects based on the 


Investment Climate 
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Note: The higher the ranking, the higher the cost of doing busi- 

__ hess inthe 178 economies covered. The rankings do not take 
of such variables as quality of infrastructure or crime 

rates. 
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opmental challenges mainly in agricul- 
ture. Therefore, the meeting of India-Af- 
rica partnership attracted almost 606 
African delegates from 33 countries, 
and 152 projects and negotiations 
worth $10.5 bn, which shows the grow- 
ing interest of Indian industries in Af- 
rica. According to some analysts, India’s 
long trade links with Africa give it at 
least a cultural advantage over China. 
African countries see India as a valu- 
able partner that could boost their de- 
velopment through public-private part- 
nerships. Indian companies asked the 
government to initiate more proactive 
measures to increase trade, like enter- 
ing into preferential trade agreements 
with individual countries and regional 
economic communities and increase the 
lines of credit to African countries which 
will drive Indian exports to African 
markets. In recent years, the trade be- 
tween India and Africa has increased by 
285%, and also Africa’s share in India’s 
global trade has surged from 5.8% to 8% 
currently. “Given such optimism in 
trade with African nations, it is felt 
that doubling of exports to Africa to $50 
bn by 2012 is a distinct possibility,” 
said Federation of Indian Chambers of 
Commerce and Industry (FICCI). 

The existing population of Africa is 
estimated to be 900 million, and more- 
over, it is an impressive market for 
other countries. The crucial sectors in 
transformation of Africa include agri- 
culture, agro and food processing, con- 
struction, consultancy, mining and min- 
erals, transport infrastructure, power 
and energy, pharmaceuticals, 
healthcare, tourism, Information and 
Communication Technology (ICT), iron 
and steel, human resources develop- 
ment, water management, sanitation, 
oil and gas projects. For quite some 
time now, China has been an active 
partner of Africa by offering economic 
aid and political support. Its extraordi- 
nary growth in trade reflects China’s 
and other countries’ growing interest in 
Africa. The icing on the cake is that Asia 
accounts for only 1.6% of Africa’s global 
exports, and the investment of FDI in 
India is extremely small when com- 
pared to African companies. That 


means huge opportunities waiting to be 
tapped. 


The China factor 

China, over the years, has come to be a 
force to reckon with as far as its bilat- 
eral trade with the region is concerned. 
Today, it is well-entrenched in the re- 
gion, having pumped billions of dollars 
worth of investment in mines, making 
roads and other infrastructure, refiner- 
ies and so on. “Nowhere in the world is 
China’s rapid rise to power more evi- 
dent than in Africa,” suggests the book, 
China in Africa. “From multi-billion 
dollar investments in oil and minerals 
to the influx of tens of thousands of mer- 
chants, laborers and cheap consumer 
goods, China’s economic and political 
reach is redefining Africa’s traditional 
ties with the international community,” 
suggests the book. In fact, China’s in- 
domitable presence in Africa is posing 
threat to even the likes of the US and 
Europe, which have enjoyed trade ties 
(read: access to oil) with the region for 
long. Against this backdrop, a section of 
experts hold that the recent move by In- 
dia is aimed at counterbalancing 
China’s growing influence in Africa: 
while some even view India’s recent 
overtures as similar to that of Beijing, 
India lags behind the latter in terms of 
scale and sheer size of its investment in 
the Sub-Saharan Africa. 

While India denies any race with 
China for gaining access to mineral re- 
sources-rich Africa, Beijing has no such 
inhibitions. China’s voracious appetite 
for all sorts of commodities—from steel 
to coal—is not hidden from the world. 
China which by 2004 became the 
world’s second largest oil consumer, 
next only to the US, has been pursuing a 
policy of overseas tie-ups to ensure long- 
term supply of key commodities like 
crude oil, steel and coal amongst others. 
As a part of this strategy, Beijing has 
focused on strengthening its presence in 
African nations following a combina- 
tion of strategies. Sudan, Africa’s larg- 
est country, has attracted huge invest- 
ments from China into its oil industry, 
which accounts for 7% of China’s oil im- 
ports; however, there are accusations of 


| June 2008 | 15 


oe TN 


China supplying arms and ammuni- 
tions end even encouraging civil war 
and human rights violations in Sudan’s 
Darfur region. The state-owned China 
National Petroleum Corporation 
(CNPC) is the single largest share- 
holder (40%) in Sudan’s Greater Nile 
Petroleum Operating Company. The 
Chinese oil major has pumped billions 
of dollars worth of investment into 
Sudan’s oil fields and in refinery and 
pipeline construction since 1999. Chi- 
nese companies have in fact forayed 
into several other areas such as telecom 
(in Ethiopia), mining (in Congo), and in- 
frastructure (in Kenya). Many experts 
suggest that China has successfully 
used the strategy of aid to seek commer- 
cial ties in Sub-Saharan Africa. For in- 
stance, according to the Council on For- 
eign Relations (COFR), in Angola, 
which currently exports 25% of its oil 
production to China, Beijing has se- 
cured a major stake in future oil produc- 
tion with a $2 bn package of loans and 
aid shat includes funds for Chinese 
companies to build railroads, schools, 
roads. hospitals, bridges and offices; lay 
a fiber-optic network; and train 
Angolan telecommunications workers. 
In faet, COFR suggests that China is 
following a very traditional path estab- 
lished by Europe, Japan, and the US: 
offering poor countries comprehensive 
and exploitative trade deals combined 
with aid. For example, Japan after 


India - Africa Trade 
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World War II paid $5 bn in war repara- 
tions to South Korea, Taiwan, and 
China in the form of export credits for 
Japanese goods and loans to be used for 
Japanese construction and other ser- 
vices, it quotes David Kang, a visiting 
professor of East Asia Studies at 
Stanford University, as saying. 

On the other hand, some experts 
have, however, lauded China’s ability to 
adapt its foreign policy to its domestic 
development strategy. David Zweig and 
Bi Jianhai in their article, “China’s Glo- 
bal Hunt for Energy,” write that China 
“has been able to adapt its foreign 
policy to its domestic development 
strategy” to an unprecedented level by 
encouraging state-controlled compa- 
nies to seek out exploration and supply 
contracts with countries that produce 
oil, gas and other resources. At the 
same time, Beijing aggressively courts 
the governments of those countries with 
diplomacy, trade deals, debt forgive- 
ness, and aid packages. The strategy is 
working, they say, as China has gained 
access to key resources around the 
world, from gold in Bolivia and coal in 
the Philippines to copper in Chile, natu- 
ral gas in Australia, and oil from Africa. 
In contrast, India has so far lagged be- 
hind China in this regard and much has 
been left to the private sector. Barring 
the state-owned ONGC and the Tatas 
(Tata Motors), not many Indian firms 
have any significant presence in the re- 
gion. However, a section of experts feel 
that the lack of government support 
does not act as a barrier for companies 
from India, as Indian companies are 
pursuing their global expansion strat- 
egy on purely profit basis which is not 
the case with China. “The chief defect of 
China’s overseas investment effort is 
that it’s driven by considerations of 
policy, not profit,” writes Clay Chandler 
of Fortune in “Chasing the Dragon”. He 
further observes that the fact that 
many of the Chinese overseas acquisi- 
tion bids are done by state-owned enter- 
prises is also seen as a big drawback, as 
other governments are suspicious of 
their real intentions; the very reasons 
behind CNOOC’s failure to acquire the 
US-based Unocal. Further, most of the 


Chinese overseas deals are in the na- 
ture of small or partial stake acquisi- 
tion that does not give them greater op- 
erational control. Indian firms, in con- 
trast, generally go for a majority hold- 
ing and do not have to worry about po- 
litical issues. 


Catching up to do 

Despite these comparisons, reality is 
that India has a lot of catching up to do 
if it wants to replicate China’s success 
in Africa. While India’s bilateral trade 
with Africa has grown sixfold from $5 
bn in 2001-02 to $30 bn by 2007-08, the 
two-way trade between the two nations 
stood at a mere $967 mn in 1990-91. In 
contrast, China, which lagged behind 
India till 1999, has seen a huge jump to 
$60 bn by 2007-08. 

In fact, according to official esti- 
mates, trade between China and Africa 
grew by 700% during the 1990s, dou- 
bling from 2002 to 2003, and almost 
doubling again in 2005. This has placed 
China amongst the top three trading 
partners of Africa. Nevertheless, there 
is still immense scope for India to en- 
hance its ties with the region. India can 
help Africa in meeting the fundamental 
needs of its population in areas such as 
education, housing, healthcare and em- 
ployment. India’s corporate sector is 
also gearing up for the showdown in the 
region, with the reports of a Bharti 
Group’s bid for Africa’s largest telco, 
MTN, looking real. 

With big corporates like Reliance 
Industries, Tatas, ONGC and Satyam 
preparing for a bigger role in the region, 
the race between India and China is 
only going to intensify. However, India 
faces major challenges in strengthen- 
ing its ties with Africa. There are is- 
sues related to poor law and order, 
with many of the nations facing a civil 
war. Also relationships between many 
countries of the region go beyond trade 
in goods and services and involve arms 
and ammunitions as well. Against this 
backdrop, India needs to play its cards 
well.s 


— Amith Singh Sisodiya and Imrana Moghu 
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Year on year, we've been growing. 
Both, in the industry, and in people's hearts. 


Janapriya Engineers Syndicate is one of the largest real estate 
developers in the country today. Guided by the experience of 
having constructed over 20 million sq.ft. of residential and 
commercial spaces across India, we have carved a strong 
niche for ourselves in the markets we operate in. 


We are now poised to make huge leaps into the future. And 
with over 4 million sq.ft. under construction — and extensive 
investments in technology, machinery, infrastructure and land 
bank- we are truly on the right track. 


*Ranked No.1 in a consumer survey for the 'Most Preferred Builder in South India’ d anaprlya 


conducted by ACNielsen ORG-MARG and validated by Pricewaterhouse Coopers. engineers syndicate 





Ph: 23 222 999 e-mail: sales@janapriya.com www.janapriya.com 
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Tata's Acquisition of JLR 


A Right Turn? 





Tata Motors’ acquisition of Jaguar and Land Rover (JLR) is an indication of 
India Inc.’s growing global prominence. While the immediate challenge is 
to ensure and retain the competencies of JLR, Tata Motors should not lose 
sight of the huge opportunity to shift substantial downstream development 
to India in order to exploit and compete with the likes of Daimler and BMW. 





he house of Tata has been a 

jewel in India Inc.’s crown for 

over a century. Tata group com- 
panies are top players in their own right 
and active in industries ranging from 
Steel, IT Services, Power Generation, 
Automobile, Telecom and Tea Produc- 
tion. Today, the group is truly emerging 
as a global giant with a market value of 
more than $70 bn and almost 2,90,000 
employees in its workforce in 80 coun- 
tries. During the fiscal 2007, the group 
revenue was equivalent to around 3.2% 
of India’s GDP. 

After the overwhelming admiration 
that it got for launching the world’s 
cheapest car, Nano, Tata Motors, 
India’s leading commercial vehicles 
manufacturer, reached yet another 
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milestone in the global automotive his- 
tory when it acquired the UK-based 
Ford Motors’ Jaguar and Land Rover. 
The Tatas already own Tetley Tea and 
steel-maker Corus in the UK. The price- 
tag of $2.3 bn put on the two carmakers 
represents “a bargain compared to the 
prices paid by Ford almost 20 years 
ago”, according to Rebecca Wright, Au- 
tomotive Analyst, Global Insight. 
After the acquisition of these two 
brands, Ford found itself in a precarious 
situation, as, amidst the economic re- 
cession blues, sales in the world’s big- 
gest luxury car markets of the US and 
Europe started flagging. While Jaguar 
took a 33% hit in US sales in 2007, 
Land Rover’s numbers dropped by 13%. 
However, the global sales of Land Rover 


crossed the 2-lakh mark for the first 
time in 2007. For Ford, this comes as a 
relief, as the business has resulted in 
losses in excess of $10 bn over the past 
decade. On the whole, the long antici- 
pated acquisition has generated specu- 
lation whether it heralded the end of 
western dominance in the auto manu- 
facturing industry. 


The deal, in a nutshell 


The cross-border deal will be financed 
by a bridge loan through a consortium of 
banks, with Citigroup and JP Morgan 
acting as advisors for the largest auto 
acquisition. Tata Sons will lend sup- 
port for financing the deal at the outset; 
later it will be refinanced through a 
combination of long-term debt and eq- 
uity. Typically, Ford does not undertake 
vehicle financing for any other brand, 
however, Ford Motor Credit Company 
will provide financing for the dealers 
and customers of Jaguar and Land 
Rover during a transitional period of up 
to one year. 

As a part of the long-term arrange- 
ment, Ford has decided to supply engines, 
stampings, transmission and other ve- 
hicle components for differing periods, in 
addition to a variety of technologies, such 
as environmental and platform technolo- 
gies, from its UK plants in Dagenham 
and Bridgend up to 2011. 

Ford has also agreed to pay $600 
mn towards pension liabilities. In re- 
turn, the Tatas have given their consent 
to retain the top management and not 
to alter the terms of employment for the 
British workforce of nearly 16,000 at 
the manufacturing bases in the UK till 
2011. Andrew Dodgshon, spokesperson. 
Unite, the largest trade union in the 
UK, says, “We had three key concerns 
to ensure the supply of engines from 
Ford UK’s plant, that pensions shoulc 
be adequately funded, anc 
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assurances about the terms and condi- 
tions for 16,000 directly employed jobs. 
These have all been addressed, and the 
mood in the company is very positive.” 
Tata Motors now joins the league of pre- 
mium automakers whose products 
span across commercial vehicles to 
luxury sedans. Tata Motors can now 
boast of a product portfolio ranging from 
as low as Rs 1 lakh to around Rs 1 cr. 


A risky deal? 
Ever since Ford had announced the sale 
of JLR, Tata Motors surfaced as the fa- 
vorite one, despite many auto industry 
analysts dubbing it as an overambi- 
tious and risky deal. Nonetheless, Tata 
Motors showed remarkable resilience 
throughout, and has proved to the world 
that it could not be intimidated by such 
absurd statements by people in the 
West, whose businesses have increas- 
ingly been shifting jobs to the East to 
save costs. Nothing illustrates India’s 
rise as an economic superpower better 
than the planned acquisition of JLR by 
Tata Motors. It is yet another example 
ofan Indian company snapping up stra- 
tegic businesses in developed countries. 
Lately, many Indian companies are 
taking advantage of a booming domes- 
tic market and the rising rupee as an 
opportunity to flex their financial 
muscles abroad. Top corporate houses 


_in India are eyeing overseas acquisi- 


h 


tions and in fact it has become a regular 
phenomenon. Tata Motors’ deal may 
augur well and would definitely impact 
the M&A space in India. The deal holds 
significance as the deal value of $2.3 bn 
comprises of about 40% of the total 
M&A volumes in the first two months of 
2008. Interestingly, outbound deals out- 
numbered the domestic deals during 
this period. Out of the 57 cross-border 
deals with an announced value of $3.27 
bn, 39 were outbound deals with a value 
of $2.81 bn. According to a latest report 
by Dealogic, a leading global financial in- 
formation provider, “India-targeted 
M&A volumes reached $11.9 bn through 


-345 deals in 2007. The US is the leading 


acquiring country followed by the UK 
and Germany”. After the acquisition of 
JLR, India has now emerged as the sec- 
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ond largest source of foreign investment 
into UK with $104 bn. 

Clearly, the Tata Group is leading the 
pack; and since 2000, the Tata Group has 
made 35 cross-border acquisitions, total- 
ing $17.79 bn, many of them happening in 
the last three years. The group has been 
able to leave its indelible mark on almost 
all of its acquisitions. The Tata Group 
began forging advantageous partner- 
ships when Tata Motors, its auto making 


arm, saw a sharp downturn in the late 
1990s. As a result, Tata Group decided to 
expand its operations beyond the shores 
of India. The company’s first significant 
overseas acquisition was the British bev- 
erage Tetley Tea for $540 mn. It helped 
Tata Tea to evolve into a branded player 
with a global footprint from a local plan- 
tation company. It had set a target of ob- 
taining 30% of revenue from its opera- 
tions abroad. Currently, because of its 
$7.3 bn takeover of Anglo-Dutch steel gi- 
ant Corus, 60% of group returns comes 
from overseas. 


On the Lots 


Land Rover and Jaguar new-car 
registrations (Europe) and sales (US) 


Land Rover Jaguar 


Full year | 
| YTD 


0 
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Note: Europe-year-to-date car registrations are as of June; 
US vehicle sales are as of July 


Source: European Automobile Manufacturers Association; Autodata 
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Challenges ahead 

While some call the acquisition a 
feather in India’s cap, others think that 
the acquisition of the brands is going to 
pose a new set of challenges, and pas- 
sion rather than logic was in the driving 
seat. The acquisition would be a burden 
for Tata Motors in the immediate fu- 
ture, as benefits are likely to be realized 
only in the long-term. Mohit Arora, Di- 
rector, JD Power Asia-Pacific, feels, “It 


The main challenge for the Tatas will be to regain the 
faith of the customers when the market conditions 
are very unfriendly and consumer confidence is at 
an all-time low in the important US market. 


will not be correct to say that the Tatas 
have arrived in the global automobile in- 
dustry after buying these marquees. 
Buying is the first step, but the real chal- 
lenge lies in turning around these lan- 
guishing brands.” Unlike the Corus ac- 
quisition, the hurdles here are in many 
ways more daunting. In the case of com- 
modity such as steel, given its predomi- 
nantly industrial consumer base, a 
change in ownership does not affect cus- 
tomer perceptions about quality or per- 
formance. But for connoisseurs of luxury 
automobiles, it is not about making a 
lifestyle statement. The main challenge 
for the Tatas will be to regain the faith of 
those customers at a time when the mar- 
ket conditions are very unfriendly and 
consumer confidence is at an all-time 
low in the important US market. Fur- 
thermore, given that the brands operate 
across geographies, major integration 
challenges may also come in between the 
two companies. Tata Motors has to com- 
mit managerial and financial resources 
in a big way and invest hugely for brand 
building to script a turnaround. 

Auto analysts are of the opinion that 
since the deal with Fiat is already giving 
access to good technology, especially for 
its diesel model passenger cars, Tata 
Motors need not really have bought the 
JLR at this juncture. In addition, the $3 
bn loan to fund the deal will strain Tata 
Motors’ balance sheet. Even if the com- 
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— Dilip Chhabria 
Founder; Promoter, DCDesign, Mumbai. India 


| think the JLR acquisition is a bold and confident step befitting the stature of the Tatas and the 
confident India. While it may appear that Tata Motors doesn’t have the legacy and competency or 
maturity and sophistication of the likes of BMW and Audi, | think this in fact is an advantage, as the 
Tatas, as a group, enjoy market cap and reputation exceeding all the global automakers, with the 
exceation of Toyota. The group will attract managers for the sheer challenge and the paradigm shift 


in the opportunities it offers. 


My view is that in times ofmarket Slowdown, the industry leaders ought to take such bold steps. 
The American market is highly resilient, and before long this purchase would be seen not just as a 


great Duy but also as a crown jewel. 


Visionary actions always come at a Short-term price. In any case, prudent shareholders do 
realize that you do not build great companies keeping in mind quarter-on-quarter expectations. As 
| Said earlier, the whole group enjoys a tremendous reputation as well as a market cap close to $100 
bn. ft should not be difficult to leverage their cross-holdings for debt and equity, though | cannot 


profess the exact route yet. 


Given the passion and stature of Ratan, this acquisition is going to be more serious and 
precious for the Tatas than it was for Ford. Therefore, the Tatas are sure to attract top talent to ensure 
thatthe brands are successful. The immediate challenge is to ensure that the competencies of JLR 
are retained, while making every effort to take hold of the huge opportunity to shift substantial 


downstream development to India forthe creation 
and compete with the likes of Daimler and BMW. 


of small niche vehicles, which JLR can exploit 


A full range portfolio is a liability, for it distracts the intensity that the top-end brands and models 
demand. | think the Tatas will communicate Strongly the brand disparity and will maintain arm’s 
length strategy while using the benefits of the JLR dealer networks as well as Tata’s homegrown 


effective and frugal development setups. 


| don't expect integration in areas that are visible to the customers. TheTatas will have to provide 
in the short to medium term 5 to 8% of the development budgets. Land Rover is adequately 
profitable. | think Jaguar's fortune will undergo a huge change due to the preciousness the Tatas 
may accord it, and also due to the proliferation of highly profitable niche segments, as stated earlier 


pany unlocks value from sales of stakes in 
its subsidiaries, it will increase interest 
rates considerably. Unlike in the Corus 
deal, it is not yet clear how the costs would 
come down and how the margins would be 
improved. As Tata Motors has made it 
clear that there will be no outsourcing of 
manufacturing activity and job cuts in the 
near-term, there is practically no scope for 
significant cost-cutting on the opera- 
tional side. It has to tackle higher manu- 
facturing costs, redesigning costs and ris- 
ing component prices in Europe. Another 
significant cause of concern could be the 
baggage of pension liabilities, According 
to Mahantesh Sabarad, Senior Research 
Analyst, Centrum Broking India, “It is a 
great deal. It takes a lot cf money, But the 
pension liabilities remain under-funded. 
In the future, Tata Motors will have to 
consistently fund the pension and the 
mecical benefit of the employees.” 
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Another cause for concern for the new 
owner of the JLR is the new fuel effi- 
ciency laws in Europe and US that penal- 
ize the muscular gas-guzzling automo- 
bile makers. Tata Motors may get 
slapped with fines on Jaguar and Land 
Rover, when the proposed CAFE norms 
come into effect by 2012. Automobile 
makers have an escape route if they av- 
erage out their emissions over the entire 
fleet; but for Tata Motors, having just 
two models in UK could pose challenges. 
It will also have to develop its own safety 
and transmission systems to compete 
with the already established brands like 
Toyota, Audi, Daimler and BMW. Nev- 
ertheless, C Ramakrishnan, President 
and Chief Financial Officer, Tata Mo- 
tors, is confident of addressing the chal- 
lenges. “The two models will meet the 
emission norms. Necessary agreements 
have been signed with Ford for sourcing 


hybrid and low-emission power trai 
technology.” 


Powering global ambitions 
Lord Bhattacharya, Director, Warwic 
Manufacturing Group, argues that suc 
immediate concerns should not be a’ 
lowed to overshadow the strategy, espe 
cially for a company from India, wher 
automotive industry is expected to reg 
ister phenomenal growth over the nex 
decade. Tata Motors has termed th 
acquisition as a long-term strategic de 
cision and is fully aware of what it i: 
buying. It will get distribution network 
particularly in Europe, for its own prod: 
ucts. It has also disagreed with the view 
that the deal timing is wrong owing tc 
the slowdown in the global auto market. 
Tata Motors is confident that the acqui- 
sition will allow it to get a strong foot- 
hold in the luxury car market of Europe 
and the US. Otherwise, developing a 
luxury car would have taken many 
years. Considering that the manufac- 
turing costs are high in India: it is a shot 
in the arm for the Tata Motors. Ravi 
Kant, Managing Director, Tata Motors, 
says, “We have seen the business plan 
for the next five years and bought into it. 
These are exciting times with a number 
of new products lined up for launch un- 
der the Jaguar marque. The company 
has a good product line and a good 
(product) cycle plan and should do well.” 
In 2007, Tata Motors had show- 
cased its first global concept car—Tata 
Elegante. Now the company can get ac- 
cess to JLR technology to upgrade 
Elegante and leverage the existing net- 
work to make it more popular in the 
developed markets. For the utility ve- 
hicles range that constitutes a major 
portion of sales, Tata Motors gets so- 
phisticated engine and design tech- 
nologies from Ford. In the same way, if 
Tata Motors can find customers glo- 
bally for its ‘people’s car’ Nano and pre- 
serve Jaguar and Land Rover’s distinct 
identities, it will give Tata Motors a 
presence in the international auto 
markets.a# 
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E FINANCIAL MAFKEIS 





Frontier Markets 


New Haven to the Investors 





in the current global market mayhem, while the developed and emerging 
equity markets have shown lackluster performance, the frontier markets have 
fared much better and emerged as safe havens to the spooky investors. 





attered by the subprime crisis, 

most equity markets across the 

globe are reeling under extreme 
beerishness and witnessing frequent 
bouts of sell-offs. Despite these upheav- 
als, there are a handful of markets, offi- 
cially called frontier markets, that are 
least impacted. These frontier markets, 
which have so far not been in the invest- 
ment radar, are now providing shelter 
to trepid investors. Since these frontier 
markets are loosely correlated with the 
S&P 500, they have been able to post 
impressive gains at a time when devel- 
oped and the emerging markets have 
suffered. Now these comparatively 
young and thinly-traded frontier mar- 
kets, with no large capital inflows and 
less volatility, have started attracting 
investors’ attention. Sensing the poten- 
tial of these markets, even the leading 
investment bank Merrill Lynch has 
leunched a new Merrill Lynch Frontier 
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Index to provide investors with expo- 
sure to 50 largest and most liquid 
stocks on the frontiers. Many investors 
are now withdrawing from the Wall 
Street and mooring in the safe harbors 
of frontier markets. 


The new investment fad 
In recent times, there has been much 
excitement over the success of the 
emerging markets, but somewhere 
down the investment street, a deep fad 
for the frontier markets was also build- 
ing up. According to investment pun- 
dits, when the global credit market tur- 
moil started taking its toll on the 
emerging markets, frontier markets re- 
mained relatively unscathed and 
emerged as the best investment hubs of 
the world. 

There is no hard and fast definition 
of frontier markets. According to 
Merrill Lynch, frontier markets repre- 


sent a billion people, having signifi- 
cant potential for growth compared to 
the matured emerging markets. They 
have a nominal GDP of $2.7 tn and a 
market capitalization of $1.9 tn. 
Ukraine, Saudi Arabia, Peru, Paki- 
stan, Kuwait, Nigeria, Columbia, 
UAE, Vietnam, Bangladesh, Jordan, 
Lebanon and Latvia are some of the 
key frontier markets. In comparison, 
the emerging markets represent 3.7 
billion people with nominal GDP and 
market capitalization of US$12.3 tn 
and US$12.8 tn respectively. And by 
global standard, the frontier markets 
are indeed small. In fact, the market 
capitalization of the 50 companies in 
Merrill’s index is about $336 bn, which 
is even less than that of the market 
capitalization of General Electric Co., 
the technology and services conglomer- 
ate of US. But, as far as the returns go, 
from January 2000 to January 2008, 
frontier markets had fetched an annu- 
alized return of 20%, compared to 12% 
in emerging markets and 1% in devel- 
oped markets. 

Many frontier markets have stood 
firm with positive or marginally lower 
returns despite the severe market 
downturn across the globe. In fact, the 
frontier equity markets are now nudg- 
ing ahead of the BRIC (Brazil, Russia, 
India and China) nations to become the 
world’s best performers. To name a few, 
Karachi’s KSE 100 index was up by 8% 
since the beginning of the year up to 
end-February despite serious political 
crisis back at home. Argentina’s Merval 
index, though closely tied with US 
equity markets, has been able to fetch 
1% return; and African Jalsh index has 
fetched a modest 7% return during the 
same period. While the equity indices ir 
emerging nations, such as China, Indiz 
and South Korea, plunged by 8-19% 
over the first two months of 2008, fron 
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Frontier Markets 





1 INTERVIEW 


“The vast underdeveloped resources present a good opportunity particularly for 
those frontier markets which have energy resources. ” 


How do you define frontier markets vis-à-vis emerg- 
ing and the developed markets? 

Alka Banerjee: The term frontier markets’ 
was coined in 1995 at the International Fi- 
nance Corporation (IFC) as a way to define 
the smaller, shallow markets—frequently 
those with less than $1 bn in total market 
capitalization and as few as a dozen stock ex- 
change listings. In recent years, however, the 
term ‘frontier market’ has expanded to in- 
clude all markets that aren’t part of the tradi- 
tional pool of emerging markets, which we in- 
clude in the S&P/IFCI index (S&P’s premier 
emerging market index). As stock markets 
have boomed, the frontier markets size of to- 
tal market capitalization has come to vary 
from in excess of $100 bn to less than a billion dollars. 

G Ramachandran: According to the World Bank, Low or 
Middle Income countries are regarded as emerging market 
economies. These are countries with a 2003 Gross National 
Income (GNI) per capita of less than US$9,386. Emerging 
market countries whose companies are included either on the 
FTSE All-World Index or the Dow Jones Global 2,500 (or 
both) are: Argentina, Chile, Colombia, Egypt, India, Malay- 
sia, Mexico, Peru, Poland, South Africa, Turkey, Brazil, 
China, the Czech Republic, Hungary, Indonesia, Morocco, Pa- 
kistan, the Philippines, Russia, Thailand and Venezuela. 
Emerging market companies make up 3.8% of the FT500, the 
500 largest global-traded companies and 4.6% of the Dow 
Jones Global Index of 2,500 companies. 

A more useful way to look at defining emerging markets is 
to consider some of their key attributes and see what help 
this gives us. The major ones would be: 

Level of income: The World Bank uses Gross Domestic 
Product (GDP) per head as a measure to classify countries as 
follows: 


tier market indices such as Jakarta 
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World Bank Classifications 


Classification GDP per head USD 
Low < 755 

Lower Middle 755 < 2,995 
2,995 < 9,265 


Upper Middle 
High 
Source: World Bank 





Growth rate: A reason that emerging 
markets have been considered attractive 
has been they often exhibit a high rate of 
GDP growth as the Asian ‘tigers’ did during 
the late 1980s and the 1990s. 

Stage of development: This is a factor 
that fits more closely with the word ‘emerg- 
ing’. Factors to consider would be the degree 
of openness in the economy, the size of the economy and the 
state of financial markets. 

Emerging markets therefore include those which have 
reached a minimum level of GDP and are in the growth phase 
of the development cycle but whose economies are particu- 
larly vulnerable to internal or external forces. 

Those economies and markets which are less developed 
even by the standards of the Emerging Markets are not in- 
cluded in the definition of Emerging Markets e.g., 
Bangladesh, Botswana, Ghana, Ecuador, etc. These econo- 
mies have the potential to grow as vast resources lay under- 
developed and unexploited. Companies too small, as defined 
by Standard & Poor’s, and too thinly traded to be ‘investable’ 
for most fund managers dominate frontier markets. The ma- 
jor indexing companies have been developing their own fron- 
tier market indices. MSCI recently announced their 19 coun- 
try frontier universe which includes: Bulgaria, Croatia, Esto- 
nia, Kazakhstan, Romania, Slovenia, Ukraine, Kenya, 
Mauritius, Nigeria, Tunisia, Bahrain, Kuwait, Oman, Qatar, 
UAE, Lebanon, Sri Lanka and Vietnam. 


Composite Index (-2.16%), Peru’s Lima 
General Index (-0.6%) and Botswana’s 
Gaborone Index (-3%) seem to have 
weathered the subprime storm reason- 
~ ably well. Interestingly, the largest na- 
tion of Africa by population, Nigeria, 
made a considerable gain of 35% during 
the time when the US and UK stock in- 
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dices plummeted by around 10% over 
the past six months till March. Even the 
investment backwaters such as Paki- 
stan, Bangladesh and Morocco have es- 
caped the subprime blues and are up by 
27%, 22% and 18% respectively. And 
naturally, these equity markets are 
seen as providing shelter to the spooky 
investors. 


Strength of weak correlation 

The recent success of the frontier mar- 
kets can be attributed to their relatively 
lesser correlation with the global mar- 
ket. According to a report by Merrill 
Lynch, “In frontier markets, during the 
period of February 2000 to December 
2007, the monthly correlation of returns 
from the S&P 500 was 32%, compared to 
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In the recent global market crash, frontier markets have remained 
somewhat unscathed. How do you see it? 
Alka Banerjee: Not completely true. Some markets in eastern 
Europe have been impacted, but others like from the GCC coun- 
tries have been relatively untouched. Frontier markets have 
been insulated from the credit crisis being experienced by devel- 
oped markets and specially the US. Moreover, they are not part 
of thestandard pool of global funds, which have recently changed 
allocations in a rush to safe haven. Standard emerging markets 
like the BRIC countries or other major emerg- 
ing markets, have suffered from this rush as 
well as some serious profit taking due to their 
steep hike in the last few years. Frontier mar- 
kets have been insulated from this, as they 
have till now been in the portfolio of only spe- 
cialist investors with an appetite for risk and 
an ability to stay for the long haul. 
G Ramachandran: Under developed finan- 
cial, economic and political institutions have 
meant that these economies are hardly inte- 
grated to the global economy and financial 
markets. They may have benefitted from glo- 
bal growth but not to the extent seen in main 
emerging markets such as India. Similarly, 
they remained relatively unscathed by the global turmoil. 

Emerging markets are developing and investors continue 
to lock for earlier stage country investment opportunities. 
That next stage is in a category called ‘frontier markets’. 
Those are countries with investable public securities mar- 
kets, but not sufficiently evolved to be considered emerging. 
Frontier markets are fraught with risks such as illiquidity, 
non-transparency, inadequate regulation, substandard fi- 
nancial reporting and similar hazards. They are at the very 
edge of the investable public securities universe. 

The potential for return is high as is the risk of permanent loss. 


What could be the reasons behind this good performance of frontier markets? 
Alka Banerjee: Several countries like those in the Gulf Coop- 
eration Council (GCC) or in the African markets have experi- 
enced strong commodity-driven growth related to the rise in 
commodity prices. Others are experiencing more service- or 
manufacturing-driven growth. Across the board, foreign in- 
yestors seem keen to reap the rewards of emerging market 
growth. The strong economic growth has led to strong stock 
market performance. 

G Ramachandran: It is the bad performance of the main 
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emerging markets rather than the good performance by fron- 
tier markets. | 


What are the opportunities and challenges of investing in these markets? 
Alka Banerjee: Strong economic growth, potential for further 
growth, commodity-led boom and possibility of alpha have all 
contributed to the attraction of frontier markets. The chal- 
lenges are structural deficiencies—like difficulty in custody 
and settlement procedures, lack of depth of the stock mar- 
kets, low liquidity and lack of forex trading 
in local currencies and low hedging opportu- 
nities. 

G Ramachandran: Lack of liquidity and 
depth in these financial markets, erratic 
economic growth patterns, and political un- 
certainty in most of these economies make 
them particularly risky to invest. However, 
the vast underdeveloped resources present 
a good opprtunity particularly for those fron- 
tier markets which have energy resources. 
Further, low labor costs in many of these 
economies could further attract invest- 
ments. Investors are courting greater eco- 
nomic and political risk by buying stocks in 
countries that are among the least developed in the world. 

Zimbabwe, for instance, is mired in an eighth year of reces- 
sion. The inflation rate surged to a record 1,594% last month as 
the government printed money to pay-off debts. The Zimbabwe 
dollar has fallen as much as 42% since January 2008. In Nige- 
ria, attacks have forced Royal Dutch Shell Ple’s unit to halt 
production of about 500,000 barrels of oil a day, almost a quar- 
ter of the country’s current output. The Vietnamese economy 
may have Southeast Asia’s fastest growth in 2007. In Ukraine, 
the world’s second best-performing market, the PFTS Index 
has risen 37%. The government plans to raise $2 bn from sales 
of state-run companies this year, an 18-fold increase from 
2006. The offerings will include shares in VAT UkrTelecom, 
the national telephone company. 

Merrill’s monthly survey showed 14% of fund managers in- 
vesting in Asia said they would boost holdings in frontier mar- 
kets. The S&P/IFCG frontier markets index has shown correla- 
tions of 0.42 and 0.46 during the past five years with MSCT’s 
World Index of developed markets and the emerging markets 
index, respectively, according to the data compiled by 
Bloomberg. Emerging markets had a 0.85 correlation with de- 
veloped markets, based on a comparison of their stock indexes. A 


73% for emerging markets and 96% 
for developed markets.” And, 
unsurprisingly, because of this low corre- 
lation, these frontier markets were lag- 
gards in the great emerging-market bull 
run of 2003-07 which saw billions of dol- 
lars poured into BRIC nations, and for 
the same reason, in the current credit 


24 | June 2008 | 


crunch, these markets have not been hit 
as badly as their emerging market coun- 
terparts. Since the start of the year, in- 
vestors have pulled a staggering $20 bn 
of hot money out of emerging markets, 
and BRIC nations have also borne the 
brunt. China’s index has plunged by 38% 
in six months. On the other hand, fron- 


tier markets stood tall in this market 
mayhem. Relatively less capital inflows 
into most of these frontier markets, 
coupled with scantily available liquid 
stocks have indeed come as a blessing in 
disguise for frontier markets during the 
current bloodbath. Besides, the fact that 
there is no proper institutional play 
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_ reading of 1 means that markets move in lockstep with each 
‘ other and 0 shows they aren't connected at all. JPMorgan Chase 
-& Co., Templeton Asset Management Ltd. and Julius Baer 
Holding AG started funds in the past six months to buy shares in 
the smallest economies, betting they will outperform larger de- 
veloping markets that have rallied for four straight years. 


Recently, Merrill Lynch and Standard & Poor’s have launched frontier 
equity market indices. How do you see these developments? 

Alka Banerjee: Standard & Poor's frontier indices go back to 
1995. However, due to the peaked investor interest in recent 
years, we decided to launch more select indices focusing on high 
investability and liquidity. Hence, our broad S&P/IFCG Fron- 
tier index with 24 countries, with each country index covering 
80% or more of local market capitalization, goes back to 1995 
with increasing country coverage since inception. The S&P Ex- 
tended 150 is an index of 150 stocks selected from the broader 
index with the highest liquidity and size. The S&P Select Fron- 
tier 30 is an index of 30 of the most liquid stocks. The new indices 
reflect investors demand for liquid, investable frontier market 
indices which are good tools for investing and measurement. 

G Ramachandran: This could be the beginning of recogni- 
tion of these economies. Many of these economies are rich in 
natural resources and main emerging markets such as India 
and China with growing food and energy needs could find good 
opportunities in this regard. 


How do you foresee the future of such markets? 
Alka Banerjee: The global economy has grown faster in the 
last 30 years than any other period in recent world history. 
However, there’s concern about the impact on growth of sub- 
stantial economic turmoil in the US (and to some extent in 
Europe) in the last nine months, resulting from the bursting of 
the housing bubble and fallout from the credit squeeze. Few 
` doubt that a slowdown in the US economic growth will dampen 
-the growth rates of most other markets. The export sectors of 
most large emerging markets, whether in goods or services, 
have experienced a steep rise in the last few years, and these 
sectors are likely to feel the drop in spending from the US. 
But emerging markets are a different story. Larger coun- 
tries, such as China and India, have an enormous appetite for 
the resources and services of the smaller countries, and the 
smaller countries serve as natural markets for the larger 
countries’ goods and services. This relationship will reduce 
the impact of the economic downturn in developed markets 
because the countries will act as safety nets for each other. 


Moreover, local demand fuels a lot of emerging market growth 
and will continue to provide an economic boost. In fact, many 
emerging markets have current account surpluses and are in 
a better shape now than they've ever been in before. The para- 
digm shift toward emerging markets, specifically in Asia, 
should cushion most of the frontier market economies, which 
are no longer solely dependent on financial aid for survival. 
G Ramachandran: They have the potential but the process 
would be long drawn. Policy makers have to give right signals, 
develop institutions and provide conducive macroeconomic and 
policy environment to attract investments and technology. 


Any other comments? 

Alka Banerjee: Inflation is a real threat to the growth of all 
emerging markets, including the frontier markets. Globally, 
rising food prices hit the poorest hard and may undo all the 
gains of previous years. Most frontier markets are relatively 
shallow and less liquid than developed markets, but for the 
more daring investor, these markets could represent an in- 
vestment opportunity after the larger emerging markets run- 
up over the last few years. 

G Ramachandran: With subprime crisis transmitting eco- 
nomic slowdown ripple across the US and Europe, and China 
and India showing signs of overheatedness, some long-ignored 
avenues are experiencing unrivaled growth. Hedge funds and 
sovereign wealth funds are starting to look at frontier markets. 

Some of them are mineral- or oil-rich nations, like Ghana, 
where high commodity prices are spurring domestic economic 
growth, the political framework is solid or stabilizing, and 
doors are opening to foreign investment. Others, like Vietnam, 
are adopting capitalism and creating industries. Most of these 
places have large young populations that are moving from ru- 
ral economies into cities, eager for cell phones and cars. 

Some analysts still club them with emerging markets, 
while others portray them as next developing countries on the 
block. These are akin to deals where valuations can be quite 
rich and yields are much higher than in Europe or elsewhere. 

Private bankers are advising their aggressive clientele to 
concentrate on markets that are one step below the recent 
maturation seen in markets like China and Korea. This 
means high risk and high return games that require some- 
what long-term commitment. These markets face a “two 
steps forward, one step back” approach to financial liberal- 
ization. The banking systems do not function that efficiently 
yet. Markets could see sometimes inflating asset prices, 
causing an overdone regulatory reaction. 


(particularly foreign institutional in- 
vestments) in these markets is another 
added advantage as this effectively re- 
moves the fear of investment pullout or 


„redemption. In a nutshell, low volatil- 


ity, less transparency, low levels of for- 
eign ownership and wide divergence of 
these markets vis-a-vis the developed 
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equity markets are responsible for the 
currently rising appeal of these mar- 
kets. And in this present globalized 
world, where investments are increas- 
ingly intertwined, making it harder to 
diversify one’s bet, “the holy grail of in- 
vesting in this day and age is an 
uncorrelated asset”. So for stocks, 


“frontier markets are as close as you 
get,” comments Michael Harnett, an 
emerging market strategist at Merrill 
Lynch. 


Tapping the frontier markets 


The concept of frontier markets has 
first been brought to the limelight by 
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leading investment bank, Goldman 
Sachs in 2005. It coined the term “Next 
Eleven” (N-11) to depict the nations be- 
hind the BRIC. The Goldman Sachs re- 
port says that N-11 is likely to chal- 
lenge G7 (group of 7 industrialized na- 
tions) in the coming decades, at least in 
terms of new investment and growth. 
Now, with the emerging markets hav- 
ing a high degree of correlation with the 
developed markets, nervous investors 
are looking beyond the emerging mar- 
kets and considering the frontier mar- 
kets in their search for greater diversifi- 
cation. So, now, it is predictable that in- 
dex providers would want to create 
benchmarks for these markets too. Last 
year, Standard&Poor’s, the world’s 
leading index provider and 
New York-based MSCI Barra 
launched their frontier market indices. 
The MSCI Frontier Markets Index, 
within a short span of time, has out- 
performed the MSCI Emerging Mar- 
kets Index and China (FXI) or (GCX), 
India (IIF) or (IFN), Brazil (EWZ), and 
Russia (RSX) individually. S&P has 
introduced the S&P Select Frontier In- 
dex, the first investable index which 
covers a wide range of equity markets 
spanning across emerging Europe, 
Asia, South America and the Middle 
East. The S&P Select Frontier Index is 
composed of stocks of 30 large and liq- 
uid companies of frontier markets and 





Frontier vs. Emerging Markets 
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is designed to fulfill the needs of in- 
creasingly arcane investors seeking to 
create index-linked products for fron- 
tier markets, which have the potential 
for similar or greater returns than 
other better known developed and 
emerging markets. 

And in a very recent move, Merrill 
Lynch Global Research has launched 
the Merrill Lynch Frontier Index, an eq- 
uity index conceptualized to provide ex- 
posure to the largest and most liquid 
stocks from frontier markets in Europe, 
the Middle East, Africa and Asia. The 
index, which has been devised to sup- 
port financial instruments such as 
structured products, mutual funds, cus- 
tom made indices, American depository 
receipts and global depository receipts, 
comprises of 50 stocks from 17 nations 
including the United Arab Emirates 
(UAE), Kuwait, Nigeria, Morocco, Paki- 
stan, Kazakhstan, Vietnam and 
Cyprus. “Many international investors 
are now being attracted to the advan- 
tages of investing in frontier markets 
because of factors including the positive 
branding the Gulf countries, and their 
sovereign wealth funds, have received 
recently, the investible atmosphere now 
present in Africa and the large extent of 
uncorrelated returns frontier markets 
display against both emerging and de- 
veloped equity markets,” says Henry 
Hall, Head of global emerging market 
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equity linked sales, structuring and f 

nancing, Emea at Merrill Lynch. Stock: 

which are listed in the Middle East ac 

count for 50% of the index, while Asia’ 

share is 2.6%. Stocks of Europe an 

Africa account for 14.1% and 13.3% re 

spectively. The top three nations whic] 

are represented in the index are UAF 
(23.1%), Kuwait (18.1%) and Pakistar 
(13.6%). With a 39.4% share, bank; 
dominate the index, which are followec 
by financial services companies witk 
25.7% and oil and gas firms with 13.6% 
And company-wise, the three largest 
constituents are Dubai-based Emaar 
Properties, Bank of Cyprus and Oil and 
Gas Development Company Limited of 
Pakistan. 


Still on the frontiers 

According to a Merrill Lynch report, a 
frontier market is a developing economy 
with an undeveloped equity market. 
The report further adds that the fron- 
tier markets tend to be immature and 
thinly-traded equity markets with 
weak regulations, less transparency 
and low levels of foreign ownership. 
Most of the frontier markets are terri- 
bly risky to invest in. Many of them are 
plagued by skyrocketing inflation and 
high current account deficits. Many 
Latin American markets are beset by 
political upheavals and asset price 
bubbles, while many frontier markets | 
in Asia lack enough diversified growth 
sectors to make valuable investments. 
Further, a clutch of Gulf, African and 
Latin American frontier markets are 
highly dependent on commodity rev- 
enues. Trading and settlement mecha- 
nisms are also outdated, and on top of 
it, liquidity is poor in frontier stock ex- 
changes. Whatsoever, it is undeniable 
that, in this stifling conditions, frontier 
markets are providing cushion to the 
anxious investors. But to make the 
most of this opportunity, as recom- 
mended by Merrill Lynch, the investors 
in frontier markets must have long hori- 
zons, as things are likely to improve 
over a period of time.= 


~ Y Bala Bharathi and Sanjoy De 
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` If food prices go on as they are to- 
day, then the consequences on the 
population in a large set of coun- 
tries ... will be terrible. 
— Dominique Strauss-Kahn 
ing Director, £ 
ae ‘tee € Fund ™ 


International food prices are 
on the boil, literally. This has 
led to violent protests in many 
parts of the world from Haiti 
to Egypt to Indonesia, this 
year. The prices of major food 
grains like rice, wheat and 
maize have gone through the 
roof in most parts of the world 
in the last few years; global 
wheat prices rose more than 
180%, while the overall 
global food prices increased 
by 83% during the last three 
years. High food and energy 
prices have pushed inflation 
to record highs in OECD 
countries, India, China and 
several developed countries. 
The dramatic spike in food 
prices worldwide has evolved 
into an unprecedented 
challenge of global 
proportions, says the United 
Nations. This clear and 
present danger now poses a 
serious threat to the global 
economic stability, if not 
tackled at the earliest. There 
are not many solutions 
though, and worst, the high 
prices are here to stay, at 
least in the short-term. 
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is April, nasty demonstrations 
in Les Cayes, Haiti, a tiny Latin 
American nation, turned into ri- 


ots as scores of agitators who were pro- 
testing over rising food prices, which 
have gone up sharply in recent months, 
began looting shops and shooting at the 
UN peacekeepers. Violent protests in 
many parts of the Caribbean island 
that killed several and injured many 
led to the fall of the government. Simi- 
lar riots broke out in Egypt, Cameroon, 
Mozambique and Senegal. There were 
protests in Uzbekistan, Yemen, Bolivia 
and Indonesia. In fact, recent clashes 
over food prices in many parts of the 
world prompted World Bank President 
Robert Zoellick to warn that 100 mil- 
lion people in poor countries could be 
pushed deeper into poverty by spiraling 
prices. “In just two months, rice prices 
have skyrocketed to near historical lev- 
els, rising by around 75% globally... In 
Bangladesh, a 2-kg bag of rice now con- 
sumes about half of the daily income of 
a poor family. The price of a loaf of bread 
has more than doubled. Poor people in 
Yemen are now spending more than a 
quarter of their incomes just on bread,” 
he said. According to Rising Food Prices: 
Policy Options and World Bank Re- 
sponse, global wheat prices rose 181% 
over the 36 months leading up to Febru- 
ary 2008, and overall global food prices 
increased by 83%. The report predicts 
food crop prices to remain high this year 
and also next year before they begin to 
decline, “but they are likely to remain 
well above the 2004 levels through 2015 
for most food crops.” 

Unprecedented rise in the prices of 
basic food items like rice, wheat and corn 
have alarmed the governments in not just 
the developing countries but even in the 
developed ones like the US, Britain and 
France where inflation has reached record 
highs this year. In China, for instance, 
which is now being blamed for exporting 
inflation to the globe, consumer price in- 
flation hovered around a 12-year high in 
April, said chinaeconomywatch.com. 
Food prices, which make up a third of the 
consumer basket, rose 22.1% in April 
and have been the overwhelming driver 
of inflation, it added. In the US, infla- 
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tion surged to a 17-year high, led by 
strong fuel and food prices during 2007. 
France too saw inflation soar to a level 
in March this year, not seen since Au- 
gust 1991. High food and energy prices 
pushed inflation in OECD countries to 
seven-year highs, a study said of the 
February-March inflation data pertain- 
ing to the region. According to the data 
from Eurostat, the EU statistical 
agency, inflation in the 15 eurozone 
countries surged in March to the high- 
est level since the single currency bloc 
was formed in 1999. 

According to the World Bank report, 
rising global food prices are contribut- 
ing to high food inflation in many coun- 
tries. In many countries and regions, it 
says, food price inflation is higher than 
aggregate inflation and contributing to 
underlying inflationary pressures. For 
example, in Europe and Central Asia, 
the overall inflation in 2007 averaged 
10%, food inflation 15%, and bread and 
cereals inflation 23%. This compares to 
6% overall inflation and 6.4% food infla- 
tion in 2006. International agencies like 
the World Bank and IMF have called for 
the world leaders to take urgent mea- 
sures to rein in food prices which are 
abetting starvation and threatening po- 
litical stability in the developing world. 
The World Bank chief called for interna- 
tional action to deal with the effects of 
rapidly rising food prices at a two-day 
spring meeting of the bank where he 
unveiled a new deal for poorer countries 
which includes doubling of value of 
loans made to African farmers by next 
year. He has also urged the wealthy na- 
tions to act quickly to give the UN 
World Food Program the $100 mn 
needed for its work on alleviating hun- 
ger. World leaders from Asia to Europe 
to Africa have joined the international 
agencies in voicing their concern and 
suggesting various measures to stem 
the spurt in food prices. For instance, 
Michel Barnier, French Agriculture 
Minister, has expressed concern that 
there was insufficient global gover- 
nance on the surging food prices and 
suggested that governments must take 
action to stem the crisis. “We must not 
leave the feeding of the people, a vital 
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issue, to the mercy of the whims of mar- 
ket forces and international specula- 
tion alone,” he told in an interview. 
Speaking at the 118” Assembly of the 
Inter-Parliamentary Union on Sunday, 
South African President Thabo Mbeki 
called for joint efforts to help Africa get 
rid of poverty and find common ground 
to ensure food security. “We need a com- 
mon effort to attenuate the immediate 
undersupply due to rising prices,” Ger- 
man Economy Minister Heidemarie 
Wieczorek-Zeul said. He added, “For ev- 
ery percentage increase in food prices, 
an additional 16 million people are 
threatened with hunger.” Indian Fi- 
nance Minister, P Chidambaram, 
called for actions to counter the food cri- 
Sis, saying rising food costs threatened 
to stir more social unrest. “Unless we 
act fast for a global consensus on the 
price spiral, the social unrest induced 
by food prices in several countries will 
conflagrate into a global contagion, 
leaving no country — developed or other- 
wise —unscathed,” he said at the World 
Bank spring meeting. 


No longer era of cheap food 

Never in the last 30 years had people 
been so desperate for food. As of now, it 
is for sure, the era of cheap food is over. 
Food is an expensive item now, for mil- 
lions of people across the globe. A recent 
report by International Food Policy Re- 
search Institute (IFPRI) says that in 
2007, the food price index calculated by 
the Food and Agriculture Organization 
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(FAO) of the United Nations rose by 
nearly 40%, compared with 9% the year 
before, and in the first months of 2008 
prices again increased drastically, with 
nearly every agricultural commodity be- 
ing part of this rising price trend. The 
report further says that since 2000—a 
year of low prices—the wheat price in 
the international market has more 
than tripled and maize prices have 
more than doubled: the prices of rice 
jumped to unprecedented levels in 
March 2008; dairy products, meat, 
poultry, palm oil and cassava have also 
experienced price hikes. When adjusted 
for inflation and the dollar’s decline (by 
reporting in euros, for example), food 
price increases are smaller but stil] 
dramatic, with often serious conse- 
quences for the purchasing power of the 
poor, add the report by the IFPRI. Not 
everybody can take it for granted, espe- 
cially those in the least developed re- 
gions like the West African counties 
who import their staples find it very dif- 
ficult to sustain. 

Not surprisingly, food riots are 
shaking governments for the first time 
in the last 30 years. World Food Pro- 
gram (WFP), a UN aided agency, which 
supplies food to such poor who cannot 
afford it, is facing a tough situation. It is 
looking for $700 extra amount to dis- 
tribute the same food as last year. But 
this year an extra 100 million people 
are expected to go below the subsistence 
line, according to the World Bank. This 
will make the task of the agency quite 
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difficult unless big support comes from 
member nations. “This is the new face 
of hunger—the millions of people who 
were not in the urgent hunger category 
six months ago but now are,” said WFP 
Executive Director Josette Sheeran. Al- 
though there is no absolute shortage of 
food, food is available at wrong places 
and it is unaffordable by the poor. 

Economists now worry that this will 
only reverse the trend of recent years 
which saw the number of those suffering 
from starvation and malnutrition de- 
cline. According to the data by WFP, 
from 1970-1997, the number of hungry 
people dropped from 959 million to 791 
million—mainly the result of dramatic 
progress in reducing the number of un- 
dernourished in China and India. How- 
ever, its recent findings suggest that in 
the second half of the 1990s, the num- 
ber of chronically hungry in developing 
countries started to increase at a rate of 
almost four million per year. By 2001- 
03, the total number of undernourished 
people worldwide had risen to 854 mil- 
lion: 820 million in developing coun- 
tries, 25 million in countries in transi- 
tion and nine million in industrialized 
countries, it says. 

The World Bank estimates suggest 
that a doubling of food prices in the past 
three years could push 100 million 
people into deeper poverty. According to 


a forecast by IMF, consumer-price infla- | 


tion in poor or so-called developing coun- 
tries will accelerate this year to 7.4%, 
compared with a January forecast of 
6.4%, the IMF said this week. Domin- 
ique Strauss-Kahn, IMF’s Managing 
Director has warned that if food infla- 
tion kept accelerating at its current 
rate, hundreds of thousands of people 
will starve. “The political stability in a 
lot of countries is at stake... Already 
some governments are suffering from 
critics on the streets even though the 
governments are not responsible for 
higher food prices,” he said recently. 


A plethora of factors 

Economists blame a mix of factors for 
the current food crisis. Some of it is 
down to the usual suspects—natural 
calamities like droughts, hurricanes 
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and floods. However, surprisingly none 
\ of these have had any substantial im- 
“pact on food prices, globally, suggests 
the report by the World Bank. In fact, 
the biggest factor that has been behind 
the soaring food prices is the western 
world’s hunger for oil. 


Voracious biofuel 

Whacked by rising energy prices on the 
one hand and fast depleting oil reserves 
on the other, developed nations have in- 
creasingly shifted focus to using food 
crops like corn and sugarcane to produce 
biofuels. These countries have also been 
resorting to subsidizing farmers to grow 
crops for energy. “With oil prices at an 


4 all-time high of more than US$100 a 


barrel and the US government subsi- 
dizing farmers to grow crops for energy, 
US farmers have massively shifted 
their cultivation toward biofuel feed- 
stocks, especially maize, often at the ex- 
pense of soybean and wheat cultiva- 
tion,” notes the IFPRI report. It says 
that an estimated 30% of US maize 
production will go into ethanol in 2008 
rather than into world food and feed 
markets. It further adds that high en- 
ergy prices have also made agricultural 
production more expensive by raising 
the cost of mechanical cultivation, in- 
puts like fertilizers and pesticides, and 
transportation of inputs and outputs. 
e The World Bank report too echoes simi- 
lar views as it says that the concerns 
over oil prices, energy security and cli- 
mate change have prompted govern- 
ments to take a more proactive stance 
towards encouraging production and 
use of biofuels, and this has led to in- 
creased demand for biofuel raw materi- 
als, such as wheat, soy, maize and palm 
oil, and increased competition for crop- 
land. “Almost all of the increase in glo- 
bal maize production from 2004 to 2007 
(the period when grain prices rose 
sharply) went for biofuels production in 
the US, while existing stocks were de- 
pleted by an increase in global con- 
sumption for other uses,” the report ob- 


» Serves. 


As crude oil crossed $120 a barrel, 
$200 a barrel is not a surprise in near 
future. With the cartel of oil producing 
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countries not ready to increase produc- 
tion on a par with the demand to keep 
prices as high as markets permit, it is 
making helpless governments think of 
an alternative fuel. America which uses 
mostly corn, converted almost 25% of it 
into biofuel. European Union uses rape- 
seed to produce biodiesel, wheat to 
ethanol, and Brazil produces ethanol 
from sugarcane. Experts say that 
biofuel caused almost 25% raise in corn 
prices. But that won’t stop there; it 
ripples to prices of other food grains. 

Last year, global production of 
biofuels consumed almost 100 million 
tons of grain—enough to feed nearly 450 
million people for a year. According to 
the UN, it takes 232 kg of corn to fill a 
50-liter car tank with ethanol, which is 
enough to feed a child for a year. The UN 
last month predicted ‘massacres’ un- 
less the biofuel policy is halted. Jean 
Ziegler, the UN’s special Rapporteur on 
the right to food, said biofuels were “a 
crime against humanity”, and called for 
a five-year moratorium. 

Secondly, since crude oil forms a 
part of food transport cost, it is increas- 
ingly placing a heavy burden on the cost 
of food. The rise in crude oil prices, 
which hit $120 per barrel in recent days, 
has pushed fertilizer prices up, as nitro- 
gen an input to fertilizer is derived from 
crude oil, as well as the cost of trans- 
porting food from farms to local mar- 
kets and shipping it abroad. Half of veg- 
etables and 95% of all fruits consumed 
in the UK come from overseas. We can 
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now imagine the weight of transporta- 
tion cost in food prices. Price of fuel 
doubled for tractors which plough the 
field and hence there is no wonder why 
the food prices should not rise. 

Global fertilizer prices rose more 
than 200% in 2007, as farmers applied 
more fertilizer to maximize production 
of corn which is also used for ethanol 
production in US; the hardest hit are 
African farmers who need fertilizer to 
replenish nutrient-depleted soils. Plan- 
ning a local produce for a local supply, 
can reduce the transport cost of food. 


An outcome of global warming 

Natural calamities, however, too aggra- 
vated the problem. Floods in Indonesia 
and Bangladesh, prolonged drought in 
Australia and cold weather in China 
and Vietnam hammered crop yields 
last year. Australia, a major producer 
and consumer of wheat has been facing 
severe drought for the last six years. 
Tanzania, a self-sufficient country, 
faced drought last year; with scarce 
rainfall, food production declined by a 
large percentage. Also, Ukraine is fac- 
ing drought. Extreme climate condi- 
tions like drought in southern Africa, 
floods in West Africa, and deep frost in 
China past winter and record-breaking 
warmth in northern Europe have been 
experienced. Experts feel that these cli- 
matic-extremes are a phenomenon of 
increasing frequency with global warm- 
ing. According to UN climate Chief Yvo 
de Boer, “Himalayan glaciers which 
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“It requires a firm political com 
in the 1960s and 1970s—not e 


mitment on a sustained basis such as what was seen 
lection chasing sound bytes of commitment to agri- 


culture and debt waivers that we are witnessing currently.” 


India is having almost stagnant food grain produc- 
tion in the past few decades, while its population is 
growing at a higher rate. How can India achieve 
food sustainability? 

A Ganesh-Kumar: The pertinent question 
here is whether growth in food grains pro- 
duction matches the growth in demand for 
food grains, especially cereals, not growth in 
population. Surely, demand for food grains 
will increase with the growing population 
and growing incomes, but the growth in de- 
mand will be less than the growth in popu- 
lation because (a) with growing incomes, 
people spend a lesser proportion of their in- 
comes on food as a whole; (b) with growing 
incomes, people’s preference shifts from ce- 
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the poorer sections of the population, sug- 
gesting that all the above factors are at 
work in India. 

The stagnation in food grains produc- 
tion is a recent phenomenon since the 
2000s or so. However, this is not surpris- 
ing. It was predicted way back in a paper 
that I published in the EPW in 1992 (“Fall- ` 
ing Agricultural Investment and Its Conse- 
quences”, Economic & Political Weekly, 
27(42), pp.2307-2312, 1992). The primary 
reason is the slowdown in agricultural in- 
vestments— public irrigation, water man- 
agement, storage and marketing facilities; 
and decline in public (technology) exten- 
sion services, etc. Further, improper use of 


reals to other high value food items such as meat, fruits and 
vegetables, dairy products, etc.; and (c) with growing mecha- 
nization even in agriculture and construction sectors, the 
demand for sheer manual labor is proportionately less to- 
day than in the 1960s or 1970s. As a result, people’s need for 
calories is less today than in the past, which translates into 
slowdown in growth of demand for food grains. The various 
rounds of National Sample Surveys do show that demand 
for cereals is not growing as fast as income or population, 
and that several high value food items are consumed even by 


provide tens of millions of people in 
India and China with drinking water 
are potentially disappearing.” Global 
warming especially increases problems 
of water availability, which is crucial to 
agricultural produce. 

Rajendra Pachauri, Chairman of 
Intergovernmental Panel on Climate 
Change, rightly said in his Nobel speech 
last year that, “Climate change could 
adversely affect food security, especially 
in seasonally dry and tropical regions, 
where crop productivity is projected to 
decrease for even small local tempera- 
ture increases (1-2° C). By 2020, in some 
African countries, yields from rain-fed 
agriculture could be reduced by up to 
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50%. Agricultural production, including 
access to food, in many African countries 
is projected to be severely compro- 
mised.” The present food crisis is only a 
precursor for more threatening conse- 
quences of climate changes. 

The droughts in Australia, one of 
the world’s largest wheat producers, 
and poor crops in the EU and Ukraine in 
2006 and 2007 too to some extent ag- 
gravated the global concern, however, 
impacts of those events were largely off- 
set by good crops and increased exports 
in other countries and would not, on 
their own, have had a significant impact 
on prices, says the World Bank. Only a 
relatively small share of the increase in 


fertilizers, water, pesticides, etc., due to distortions (subsi- 
dies) in input pricing causing environmental damage is an- 
other important factor. Note that these are all long-term 
factors affecting agricultural productivity, implying a quick 
turnaround is wishful thinking. You cannot easily reverse 
the cumulative impact of nearly three decades of neglect of 
agriculture by successive governments. It requires a firm 
political commitment on a sustained basis such as what 
was seen in the 1960s and 1970s during the Green Revolu- » 
tion years—not election chasing sound bytes of commitment 


food production prices (around 15%) is 
due directly to higher energy and fertil- 
izer costs, it adds. 


Distorting trade restrictions 

Days were there, when developing coun- 
ties competed for export-markets, with 
developed agri-subsidized nations. Now 
the developing countries, especially food 
exporters, are restricting their exports to 
protect their local prices of food. It may 
be time for developing countries’ govern- 
ments to negotiate the anti-agricultural 
subsidy stance (they failed in Doha 
rounds) in the developed world. The ma- 
jor rice exporters—Thailand, Vietnam, 
India and China—have already re- 
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_4 connectivity and better incentives and poli- 


to agriculture and debt waivers that we are witnessing cur- 

\ rently. 
Dipak Dasgupta: During the last two years, India’s food 
grain production has been improving, which is a good sign. 
The third assessment of the rabi crop this year, for example, 
forecasts a large production increase of wheat and other 
crops, continuing previous good crops for rice and oilseeds. As 
a result of better prices and improvement in Minimum Sup- 
port Prices during the past year, some im- 
mediate supply response will also be ex- 
pected in the near future. Agriculture still 
remains heavily dependent on monsoons, 
and expectations for the coming year from 
early meteorological forecasts are good. The 
government has also announced wider mea- 
sures and greater investment in argiculture 

` and in rural development, including better 


cies, that should improve the outlook as well 
in the medium-term. 


Food prices inflation offers an opportunity to the farmer. But with the 
government trying to control the prices by various measures, will not 
these price controls discourage the farmer to increase their produce? 
A Ganesh-Kumar: Sure. Recognizing this the governement 
then tries to compensate the farmers with input subsidies, 
but with adverse long-run consequences. Quite analogous to 
the guy who lies more to cover up a previous lie, ad infinitum, 
till such time the whole thing comes crashing. The answer to 
the mess is obvious. 

There are a few other things that are important here. (a) 
Farmers’ incentives are best served when price discovery is 
through markets with few distortions. This means there 
should be no/minimal public intervention (in this cotext, 
~~ public procurement through FCI, at pre-announced MSP), 

and equally, dominance by a few well-entrenched private 
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traders/ cartels should be broken. On both these counts, In- 
dian farmers are at the wrong end of the stick. Reforming the 
structure of agricultural marketing is the way forward. (b) 
Several new market institutions that can better aid price 
discovery have to be allowed to function. These are futures 
markets in grains, based on a sound spot market, and a well- 
designed system of tradeable warehouse receipts. Instead a 
Damocles’ sword is hanging over the head of these institu- 
tions (it is another story that the current 
system of futures market in India is not up 
to the mark). (c) In the absence of effective 
crop insurance, farmers need protection dur- 
ing downturns in prices. A reformed system 
(not the present type) of MSP that would 
help farmers recover variable cost (and thus 
avoid bankruptcy) is requried here. 

Dipak Dasgupta: Farmers are price sensi- 
tive, and MSP for major crops have been re- 
vised upwards by the government. Market 
prices have also increased correspondingly. 
After many years of relatively depressed prices, these im- 
provements should allow farmers to respond. 


Do you think that the current problem of rising food prices is more of 
global nature than local nature? 

A Ganesh-Kumar: Yes, the proximate reason for the rising 
food prices are probably more global than local. But India 
being a large producer and consumer of food grains, what hap- 
pens in India does have an influence on global prices and more 
importantly expectations about future prices. For example, 
the recent news of a good wheat harvest in India had some 
dampening effects on Chicago wheat futures. But India (and 
also Vietnam, two major rice exporters) clamping on rice ex- 
ports means global rice prices would face an upward pressure. 
Dipak Dasgupta: Much of the impetus for large price in- 
creases for food comes definitely from rising global food 


stricted exports to sell more products do- 
mestically to drive down local prices. It 
has raised unjustified fears in rice-im- 
porting nations. International prices of 
rice have already been responded to 
these initiatives, its cost on world mar- 
kets increased by about 75%. Also wheat 
prices soared by 25%, when Kazakhstan 
threatened to limit wheat exports. The 
Philippines, the world’s largest rice im- 
porter, has requested World Bank to use 
moral persuasion on nations to lift ex- 
port bans. “We are urging countries not 
_to use export bans. These controls en- 
courage hoarding, drive up prices and 
hurt the poorest people around the world 
who are struggling to feed themselves,” 
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said World Bank Group President Rob- 
ert B Zoellick. Moreover, these restric- 
tions give negative signals to the farm- 
ers to produce less of that crop or shift to 
produce another crop on which restric- 
tions are not there. This can create more 
shortage of food. 

Even import subsidies are not bet- 
ter. They can imply that exporters can 
increase their export price. Instead of 
subsidizing food imports, a better way 
is to use this money to support poor lo- 
cal farmer to produce more. There are 
often arguments like distributing 
money to the poor is a better way to 
tackle this situation, rather than gov- 
ernments trying to bring down the 


prices of food, which hurts the farmer. 
Food is riddled with state intervention 
at every turn and it dumps all the im- 
balances that in another business 
might be smoothed out, according to 
The Economist. Even limits on hoarding 
of food grains might leave the customer 
without any access to the product. 


Impact of global slowdown 

The dollar, which declined almost 20% 
against major currencies in the past 
two years, also led to price rise of com- 
modities “Because most rice in global 
markets is traded in dollars. So when 
the dollar declines, as a foreign currency 
is converted to dollars, it raises its dollar 
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prices. Indian food prices are as a result also on the up- 
swing, but the pace of Indian price increases have been 
much more modest than those for global prices, fortu- 
nately. A significant part of the reason for more moderate 
price rises in India is the relatively favorable food produc- 
tion and food availability and relatively good stocks in pub- 
lic and private spheres. 


How can we achieve food self-sufficiency? 

A Ganesh-Kumar: Why should we be self-sufficient in food? 
What’s wrong if we import a few million tons? Last year, when we 
imported 4-5 mt of wheat, there was such a hue and cry in the 
media and amongst politicians. But it went completely unre- 
ported that simultaneously we exported about 4 mt of rice, and 
that too at a higher value than the cost of the imported wheat. 
Why should we be self-sufficient in everything? And given the 
huge forex reserves (apparently 4" or 5” largest in the world, if I 
am right), is self-sufficiency really such a parmount priority? 
There was a time when aiming to achieve self-sufficiency made 
sense. Calculations show that in the mid-1960s, we needed 
more than one-and-a-half times the forex reserves we had then 
to import the food that we did. In 2004, with hardly 4-5% of the 
reserves that we had in 2004 we could have imported all the 30 
mt of rice that was being traded in the world market. Times have 
changed, the country’s economic situation has changed, and so 
should the priorities and policies with reference to food grains. 
But on that we are still in the mindset of the 1960s. 

Most analysts agree that India would never turn into a 
‘chronic and large’ importer of food like in the 1960s. The con- 
sensus is that we might import a few million tons occasion- 
ally, not every year. The import bill, if at all, is likely to be 
around $2-3 bn. It is werth noting here that agricultural trade 
balance (agri.exports — agri.imports) has been around $3-5 bn 
every year since 1990. In other words, agriculture can itself 
pay for any food imports that India may need. 


It is true that whenever India enters the world market | 

import, the world price shoots up. It would do so when tt 
Minister for Food and Civil Supplies stands up in the Parli; 
ment to announce that we would import grains. It is wort 
recalling that in the 1970s (I think it was 1974) when th 
erstwhile Soviet Union faced a major shortage, they went an 
quietly procured 19 million tons of wheat from the world mai 
ket, and the price hardly changed, because they didn’t an 
nounce that they would be importing grains. But hey, wh 
should the government be importing the grains in the firs 
instance? Why not private traders? They wouldn’t announce 
that India is importing grains. But allowing private traders : 
free hand in import/export of grains requires a mindse 
change in the country with reference to food, which unfortu 
nately is still in the 1960s. 
Dipak Dasgupta: India is already largely self-sufficient ir 
food availability. India remains by and large a net exporter 
other than the years when food production locally is deficient 
(in aggregate or in specific crops) that leads to reliance on food 
imports by private and/or public agencies. Self-sufficiency as 
a goal needs to be qualified towards ensuring availability of 
food at reasonable costs to consumers and balancing that by 
providing adequate incentives for farmers. India has done 
relatively well on both accounts, although agricultural and 
food grain production has been relatively slow in recent years, 
in part reflecting the shift in consumption towards more high- 
value foods and non-food items as India becomes richer 
(Engels effect). Nevertheless, more could be done to stimulate 
increased production, especially in areas where the yield po- 
tential remains high and where water, land and labor factors 
are available to boost output. This would also help to ensure 
that inadequate food consumption by the poor can also be 
better targeted through more effective public food distribu- 
tion measures. The latter remains as much of a challenge as 
raising production. 


value. So some of the increase in global 
rice prices is due to the fact it was traded 
in dollars,” said Nathan Childs, rice spe- 
cialist, US Department of Agriculture. 
Also downfall of stock markets across 
the globe led investors and speculators 
to pour the money into commodities like 
both metals and agri-commodities. 


Increased demand for animal 
protein 

The changing dietary habits in fast 
growing economies like India and China 
anc also Gulf nations amongst others 
too to certain extent are responsible for 
the recent spike in feod prices. Rising 
disposable incomes and changing 
lifestyle (not to mention a rising popu- 
lation) have resulted in a shift in de- 
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mand away from traditional food stuff 
like rice and wheat to more towards 
packaged food, dairy and meat. “The 
growing world population is demanding 
more and different kinds of food. Rapid 
economic growth in many developing 
countries has pushed up consumers’ 
purchasing power, generated rising de- 
mand for food, and shifted food demand 
away from traditional staples and to- 
ward higher-value foods like meat and 
milk. This dietary shift is leading to in- 
creased demand for grains used to feed 
livestock,” says the IFPRI report. 
Rising incomes of middle-class in 
developing countries like India and 
China is leading to change in consumer 
preferences; especially, there is in- 
creased demand for meat. The study on 


China by Lester R Brown, says that 
with income rise, the Chinese people 
are quickly diversifying their diet, shift- 
ing from heavy dependence on a starchy 
staple, such as rice, to one that contains 
more livestock products, Consumption 
of pork has climbed from 7 million tons 
in 1978 to 30 million tons in 1994, mak- 
ing China the world’s leading consumer 
of red meat. Though the US and Europe’s 
consumption of meat is much higher 
than this, the present trend of increasing 
demand for animal protein is corre- 
sponding to increasing demand in devel- 
oping countries like China and India. 
Animal protein needs much higher 
amounts of grain to produce it. For ex- 
ample, to produce 1 kg of beef, we need 
about 8 kg of grain similarly chicken 


| Chartered Financial Analyst | 


~ BEST PUBLIC 
SECTOR BANK 
2000 - 2007 





World Meat Consumption 
1995-2030 


Million tons 


@ Developed Countries 
w Developing Counties 


Source: Gaiculated from FAC 





needs 2 kg of feed. Looking into the over- 
all per capita grain consumption pat- 
terns, which includes indirect consump- 
tion by means of animal protein, China 
is using over 300 kg of grain, Taiwan 
about 400 kg, Western Europe about 565 
kg, and the US close to 600 kg. Experts 
feel that China will move up in per 
capita grain consumption, if incomes 
continue to rise, and it will move up to- 
ward 400 kg or so before leveling off. 

Are we not growing enough food to 
feed the world? There was a record glo- 
bal grain harvest last year. It topped 2.1 
billion tons, up 5% on the previous year. 
But the problem is that a diminishing 
proportion of it is being turned into food, 
with more and more being diverted for 
the purposes of animal feed and biofuel. 
This vear less than half the total grown 
—1.01 billion tons—will find its way on 
to people’s plates, according to FAO of 
United Nations. Though a vegan diet 
can save the situation to some extent, 
increased diversion to biofuel is another 
problem. 


A grim future? 

According to estimates, today, world 
food grain stocks are lowest in the last 
30 vears. This is posing serious chal- 
lenges to governments. According to 
Merrill Lynch, in 2006, production grew 
at a slower pace than the world popula- 
tion, for the first time that had happened 
in at least 15 years. The rise in food 
prices led governments in many coun- 
tries to impose trade barriers on food 
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which worsened the situation of food 
prices and that of food importing coun- 
tries. Of the 58 countries, whose reac- 
tions are tracked by the World Bank, 48 
have imposed price controls, consumer 
subsidies, export restrictions or lower 
tariffs. Long have the poor farmers in de- 
veloping nations waited for the high food 
prices—a reward for their produce. But 
now they are disappointed by govern- 
ments controls. 

However, not all is lost. We should 
look for long-term solution to the 
present crisis. There are also alterna- 
tives like potatoes to the present 
staples like rice and wheat. Peru’s gov- 
ernment advised the farmers to produce 
potatoes. They think it is easier to pro- 
duce, since it is less susceptible to 
weather conditions and it takes only 
about 50 days to reap it. 

In developed countries, the produc- 
tivity level is two to three times that of 
developing countries, hence it is their 
turn to boost their productivity levels 
now. But the problem there is the small 
size of landholding. And the average 
farm size in China and Bangladesh has 
fallen from about 1.5 hectares in the 
1970s to barely 0.5 hectares, as more 
and more land is urbanized and popula- 
tion is increasing. The small farmer is 
at a disadvantage in getting loans, new 
seeds and other innovations. The UN 
organizations feel that there is an im- 
mediate need for heads of world govern- 
ments to come together and discuss this 
crisis. One probable solution is to let 
the high prices stay for a while, and the 
food prices equation will balance by it- 
self, giving farmers encouraging re- 
wards. The produce will also automati- 
cally increase to the level of demand. 
But, meanwhile, the question here is 
how the poor can afford it. 

The role of China in this context 
would be crucial to watch. China, with its 
voracious appetite for all sorts of com- 
modities from aluminum to zinc to foods, 
has taken certain measures that would 
help boost agricultural production in the 
country and help stabilize global food 
prices."The policies in agriculture devel- 
opment, like the abolition of agricultural 
tax and increasing subsidies to farmers, 


have contributed a lot to food production 
in China, said Fang Cheng, Senior 
Economist at the FAO of the United Na- 
tions in an interview to Xinhua. Further, 
according to an FAO report, global cereal 
production in 2008 is expected to rise 
2.6% to a record 2.2 billion tons and rice 
production will increase 1.8% to about 
12 million tons, thus helping to ease off 
to some extent the tight food supply in 
some major rice producers. However, as 
the world’s consumption mounts greatly, 
the cereal stockpile will still be reduced 
to its lowest level for 25 years in 2008, 
the Chinese Xinhua said. Fang added by 
saying that global food prices have their 
own fluctuation periodicity, but high oil 
prices and reduced global food stockpile 
add more uncertainties to the food mar- 
ket. In general, food prices are in a tight 
situation but instead of a sudden and 
sharp jump, they will rise gradually and 
stably, he was quoted as saying by 
Xinhua. 

There is more hope in sight as the 
World Bank report predicts a decline in 
food prices in the long run though they 
will remain high till 2009. “Food crop 
prices are expected to remain high in 
2008 and 2009 and then begin to decline 
as supply and demand respond to high 
prices; however, they are likely to remain 
well above the 2004 levels through 2015 
for most food crops,” it said. Forecasts of 
other major organizations (FAO, OECD 
and USDA) too suggest a similar trend. 
However, it seems there will not be much 
respite from high food prices even in the 
long-term, as the race for food security 
picks up amongst major countries of the 
world including India and China. “Pre- 
dictions of high food price in the medium 
run are further strengthened when we 
factor in the impact of policies aimed at 
achieving energy security and reduced 
carbon dioxide emissions, which may 
present strong trade-offs with food secu- 
rity objectives,” the report cautions. 
Nonetheless, this strengthens the case 
for strong resolve from governments to 
save millions from dying of starvation. A 
goal much bigger than anything else.= 


— Amit Singh Sisodiya and Bindu Amrutharr 
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As more and more cies move off the land, the ia term apenas is to 
raise agricultural output significantly through productivity improvements. 


or literally billions of people in 
the world there are not too 
many things more important 
than food prices, and unfortunately they 
have been hitting the headlines for all 
the wrong reasons recently. The last few 
months have seen some of the biggest 
spikes in the prices of many staple food 
stuffs in a generation or more, not sur- 
prisingly provoking widespread anxiety 
and social strife in several countries. 
Of course, the effects are felt much 
harder in lower income than developed 
economies. Whereas on an average 
roughly one-third of household income is 
_ spent on food in India, the equivalent fig- 
ure in the US is just 6%. Rice alone ac- 
counts for 10-15% of the typical Indian’s 
consumption basket and has more than 


| Chartered Financial Analyst | 


— Robert Prior-Wandesforde 
Chief Indian Economist HSBC 


doubled in price on world markets over 
the last 12 months. Wheat too has seen 
an extraordinary price explosion, as has 
palm oil and even some vegetables. 

By any standards recent events repre- 
sent a major shock with potentially huge 
political, social and economic ramifica- 
tions. For the majority of countries in the 
world, the impact of the food price shock 
could make the US and European credit 
crisis look like a little local difficulty. 

Sharp price movements in any prod- 
uct almost always begin for good, solid 
reasons, and what has happened i 
riculture is no exception. The s 
food has, for example, been hit 
bination of climatic change, wMe 
argue is systematically ruini 


in several parts of the world, thefncreas- -vi 









ing use of corn and other products for the 
generation of biofuels rather than for hu- 
man consumption, and the urbanization 
of what was previously agricultural land. 
Where rice once grew, houses, shops and 
factories often now stand. 

Meanwhile on the demand side, a 
rapidly rising global population, and 
the expansion of the middle-class to in- 
clude hundreds of millions of previously 
poor people in China and India is lead- 
ing to an increase in calorific consump- 
tion of unprecedented proportions. 

Exacerbating these structural de- 
velopments have been other factors as 
well. The seemingly inexorable rise in 
oil prices has added to fertilizer costs, 
while also increasing food transporta- 
tion costs. Demand has been cyclically 
strong, buoyed by a widespread ‘go for 
growth’ approach in the developed and 
emerging world. A weak US dollar may 
also have had an effect, although it is 
interesting that its recent reversal 
hasn’t stemmed the price tide. 

The role of speculators in pushing 
food prices higher is much less clear. It 
is certainly tempting to believe that 
hedge funds, unexcited by returns in 
more traditional asset classes, such as 
equities and bonds, have sought finan- 
cial salvation in agriculture. But while 
the actions of speculators might well be 
an important driver in the case of some 
commodities, it is certainly not true of 
all. Take rice for example. There is actu- 
ally no liquid, global market for the 
product that can be used for speculative 
trading; only local physical markets. 

Of greater importance in driving ag- 
ral goods above their fundamen- 
tal val has been that well-known hu- 
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duce, thereby helping to engineer ex- 
actly what they feared would happen. 
Under such circumstances, it is not 
hard to see how a vicious cycle of more 
and more hoarding and larger and 
larger price rises can develop. 

The governmental reaction has var- 
ied from country to country and has been 
more helpful in some than others. Export 
bans, of the sort the Indian authorities 
imposed on non-basmati rice, for ex- 
ample, have served to push prices higher 
for those importing rice, while having 
limited effects in depressing the local 
price. Ironically, the real danger of ban- 
ning exports in an attempt to drive down 
the local price of a particular good is that, 
if successful, it will dissuade farmers 
from growing more of the product. 

A better response, and one which the 
Indian authorities have used as well, is 


ee 


to cut import duties. It also important 





that countries with excess demand 
tighten monetary and/or fiscal condi- 
tions, as the Reserve Bank of India has 
done via its various interest rate moves 
over the last couple of years. It should be 
remembered that rate changes typically 
take a year or two to impact growth, 
which then takes another year or so to 
influence prices. As such, it would seem 
to me that the likes of the Philippines, 
Indonesia and Vietnam have fallen sig- 
nificantly ‘behind the curve’, 

There is, however, only one satisfac- 
tory long-term solution to the global 
food price problem if, as I suspect, it 
mainly reflects a confluence of struc- 
tural factors that is here to stay. That is 
to raise agricultural productivity. In In- 
dia and elsewhere, another ‘green revo- 
lution’ is essential and must be imple- 
mented quickly and with vigor. Bearing 
in mind that the Indian population is 
forecast by the World Bank to grow by 
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In order to engineer stronger agricultural output per head, 
huge investment in machinery is necessary, as is a further 
increase in irrigated land, as opposed to that purely 
dependent on the monsoons. 
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more than 300 million people (the cur- 
rent size of the US) in the next 30 years, 
overtaking the population of China in 
the process, there is certainly no time to 
waste. 

The good news here is that there 
would seem to be plenty of room for im- 
provement. While agriculture still ac- 
counts for more than half of all jobs in the 
Indian economy, it explains less than 
20% of GDP. In other words, agricultural 
productivity is roughly 20% of that in the 
non-agricultural sectors. Another way of 
illustrating the same point is to work out 
how many fewer people would be re- 
quired to produce the same amount of 
output if they had the same productivity 
as the rest of the economy. The answer is 
roughly 200 million people. In practice, of 
course, this is an extreme assumption; 
but even if agricultural workers had half 


the productivity of other workers, then 









—Robert Prior-Wandesforde 





160 million less people would be needed 
in the sector. 

In order to engineer stronger agricul- 
tural output per head, huge investment 
in machinery is necessary, as is a further 
increase in irrigated land, as opposed to 
that purely dependent on the monsoons. 
The size of farms must rise (which may 
be difficult to achieve as we have seen in 
the past) and a properly functioning cold- 
chain needs to be developed to prevent so 
much food going to waste on the roads 
(some estimates put it as high as 30%). 

In the shorter-term, the impending 
general election, which must be held by 
May next year, will continue to occupy 
the minds of the politicians. No doubt, 
the hope is that the various actions de- 
scribed earlier, along with the pressure 
that has been put on cement, steel and 
iron ore producers to cut prices, will do 
the trick in lowering wholesale and con- 
sumer price inflation. 


I remain rather skeptical, however 
fearing a further rise in WPI and CP’ 
inflation over the next few months 
which will reverse much more slowly 
than most anticipate. This is broadly 
the message of a model I have created 
which suggests that it takes a long time 
for the full effects of commodity price 
shocks to be fully felt on Indian prices, 
partly as a result of the various oil and 
food subsidies that are in place. 

Indeed I wouldn’t rule out the possi- 
bility of a double-digit inflation rate if, 
for example, the crude oil price was to 
reach US$135/barrel or international 
food commodity prices were to rise an- 
other 20%. It also shouldn’t be forgotten 
that the disinflationary impact of the 
rupee’s strong rise from mid-2006 to 
end-2007 is now starting to wane, with 
the currency potentially becoming an 
inflationary influence again. 

If Pm right about inflation, then we 
can almost certainly expect additional 
action from the policy makers, although 
the downturn in economic growth and a 
deteriorating fiscal position will limit 
their options somewhat. I certainly 
wouldn’t rule out the possibility of fur- 
ther Cash Reserve Ratio (CRR) and/or 
repo rate hikes later this year as the 
RBI attempts to prevent inflationary 
expectations from rising. Meanwhile, 
the government will no doubt continue 
to pressurize companies not to pass on 
higher underlying costs, as well as low- ` 
ering duties further, and banning ex- 
ports of a wider range of products. 

In practice, however, the best chance 
of seeing a sizeable drop in agricultural 
prices this year would be good harvests 
in India and elsewhere, effectively imply- 
ing that we are in the lap of the goods toa 
large extent. As more and more people 
move off the land, the longer term chal- 
lenge is to raise agricultural output sig- 
nificantly through productivity improve- 
ments. Past experience in India itself 
Suggests that this is no easy task and 
requires a strong commitment from all 
relevant parties and significant funding 
to achieve. Recent events have, however, 
highlighted the risks of maintaining the 
status quo and the necessity of change.s 
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e high level of inflation is catch 
ing the attention of policy mak 
ers, politicians and people world 

over. The South Asian region — with the 
high inflation rates of India (7.41%), 
Myanmar (20%), Sri Lanka (15%) and 
Pakistan (8%)—remains a worry. With 
a large number of people spending a 
major portion of their income on food, 
high prices of food threaten the liveli- 
hood of the poor in these countries. In 
addition to the increased food insecu- 
rity and associated social unrest, the 
efforts to fight malnutrition and pov- 


~~ erty have been pushed back by several 


years. 

The political consequences of infla- 
tion could be immense. The government 
in India cannot turn a deaf ear to the 
present monetary crisis; beginning with 
Karnataka assembly elections in May 
2008 and leading to the general elec- 
tions in 2009, every policy decision of 
the government will be closely watched 
by the people. 


Reasons for the present crisis 

Both ‘supply’ and ‘demand’ forces play 
their roles in the present food price cri- 
sis. On the supply side, a key factor is 
,..the rising levels of oil prices. Price move- 
~ ments for the two varieties of crude 
(Dubai Fateh and Brent) that are figur- 
ing in India’s import basket show a con- 
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tinuous rise since May 2003, with cur- 
rent prices over $100 per barrel. It is not 
shortage of supply but financial specu- 
lation that is often blamed for high oil 
prices. The recent declines in stock mar- 
ket and in the value of the American 
dollar are adding fuel to the fire. High 
oil prices have pushed up the agricul- 
tural costs directly, since oil is an im- 
portant farm input. The cost of trans- 
porting food has gone up as well. 
Second, following the impact of con- 
tinuous rise in oil prices on their econo- 
mies, and with a view to creating an al- 
ternate but a replenishable energy 
base, many advanced countries, includ- 
ing the US and the EU, designed poli- 
cies that have resulted in reallocation of 
cultivable land from food and feed crops 
to biofuel crops. As a result, the avail- 
ability of land for producing food has de- 
clined and this has caused food short- 
age world over. This need not be a case 
for alarm if the rest of the world does 
not depend on food production from 
these countries. Yet, even in India which 
has been self-sufficient at least at the 
national level, the impact is felt. The 
agricultural sector’s growth has re- 
mained stagnated at 2.3% during the 
last decade, and a majority of farmers 
feel that their profession has no future. 
Third, the impact of policy neglect of 
agriculture over the past two decades in 


India and the least developed countries 
(LDCs) is felt today in the form of food 
shortage followed by a steep rise in food 
prices. According to UN’s Food and Ag- 
ricultural Organization (FAQ), the 
world has just about enough cereal 
stocks to feed global population for two 
to three months. Due to prolonged 
agrarian crisis in developing countries, 
where unsustainable cropping pat- 
terns, unplanned use of ground water 
potential, uncared-for rural livelihoods, 
overuse of chemical inputs and loss of 
high-fertile cultivable lands in the pro- 
cess of urbanization and industrializa- 
tion have kept the productivity of agri- 
culture at low levels. 

Fourth, as a result of globalization, 
there is a structural change in agricul- 
tural markets worldwide. A small num- 
ber of agribusiness companies contro! 
different stages of agricultural opera- 
tion in LDCs either directly or indi- 
rectly. Farmers could benefit from the 
high prices, but high market margins 
could reduce such benefits to farmers. 

Fifth, the phenomenon of climate 
changes could have a profound impact 
on food supply; a classic example is 
Australia, a prime wheat producer, suf- 
fering from droughts for the past two 
years, resulting in low supply at the glo- 
bal level. 

From the demand side, it is viewed 
that the liberalization formula has 
worked well for nearly two decades in 
ensuring a rapid global growth, culmi- 
nating in an overall rise in the demand 
for staples. A fast growing middle in- 
come class in several developing coun- 
tries is also diversifying its food basket. 
When eggs, dairy products and meat are 
increasingly demanded, there is a de- 
rivative increase in demand for grains 
that are used as animal feed. A combi- 
nation of this increased demand and 
the reduced supply due to the above fac- 
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tors culminate in the high levels of food 
prices worldwide. 


a 


Dealing with the crisis 
Overcoming the impact of the present 
levels of food prices is of importance 
from several perspectives—i.e., limit- 
ing the reversal of poverty reduction ef- 
forts, protecting the vulnerable groups 
that are still under poverty line, and 
safeguarding the productive assets of 
smali and marginal farmers who will 
need help to bounce back from this cri- 
sis. Selutions to the present crisis will 
require different time frame for their 
jesign and implementation. 

In the long run, at the global level, it 
may be useful to constitute a World 
Food Price Monitoring Cell by the UN to 
review the price levels of various agri- 
cultural commodities. This representa- 
tive body could technically guide each 
countrv to the extent one could go about 
with the price and market liberaliza- 
tion process, and have a check on their 
stakeholders. It is suggested that this 
cell could work in collaboration with re- 
lated agencies, prepare a ‘world master- 
plan’ for a steady supply of food grains 
by taxing note of the rising world de- 
mand for food, and provide technologi- 
cal, policy and institutional directions 
for countries that need help. 

At the national level, m the long run, 
countries have te invest in the develop- 
ment of their agricultural sectors. In- 
creasing investment for improving the 
productivity of their agricultural sys- 
tems would help tackle the instability 
in the world food markets. Let us take 
the Chinese case as an example. When 
they liberalized their economy, they did 
not sacrifice their responsibility of 
mandatory control over key areas of pro- 
duction and efficient public distribution 
system. The global inflation has not 
spared their economy too. But, their 
policy makers couid tackle this by pro- 
moeting their supply side factors along 
with required monetary control and effi- 
cient public distribution system. 

On the Indian side, before 1991-92, 
both producers and consumers were 
relatively sheltered from the impact of 
global crisis. The reform measures in- 
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troduced in the 1990s and subsequently 
reinforced in the current decade have 
linked Indian prices with world-market 
prices. But, at the same time, India 
feels that it is its legitimate responsi- 
bility to insulate the domestic economy 
from the global onslaught of specula- 
tion on the prices of a universal inter- 
mediate like oil. 

India is sensitive to the pinch of in- 
flation on its economy. That is why its 
central government is poised to take 
several short-term measures to ease 
the economy at the earliest. These mea- 
sures include: building up strategic re- 
serves of five million tons of wheat and 
rice over and above the buffer stocks; 
eliminating import duties on several 
foot-items such as edible oils, so as to 
allow imports to bring the price down; 
and banning the exports of cement, rice, 
steel, etc., with a view to making these 
essentials available in domestic mar- 
ket. But banning the export of food com- 
modities may have long-term implica- 
tions for development of export-ori- 
ented agriculture. 

In the long run, the government is 
aware that none of these measures 
would work well in containing inflation. 
For example, removing import duty on 
edible oil may be harsh on the farmers 
producing oil seeds while they suffer 
from rising input costs. It also sends a 
confused signal not only to the farmers 
involved but also to consumers, since 
the speculators would use the current 
situation to their advantage. At this 
stage, India’s inflation rate is not as 
sharp as it is elsewhere. But, the 
government’s intervention is bound to 
slowdown its GDP growth rate. The 
Goldman Sachs Asia Economics Re- 
search Group recently predicted that 
India’s GDP growth would slowdown to 
7.8 % in 2008-09 from 8.7% in 2007-08. 

In India, we are known to respond to 
crisis well. This crisis is an opportunity 
to revive the agricultural sector. In the 
short and medium term, several mea- 
sures could help in overcoming the chal- 
lenges posed by the sharp rise in food 
prices. 

First, the governance of the public 
food distribution system should be im- 


proved to ensure that the benefits reach 
the truly needy households. The current 
situation could be an opportunity for re- 
vamping social safety net programs, in- 
cluding the Integrated Child Develop- 
ment Services, to improve their effec- 
tiveness. 

Second, a strategy for reviving the 
productivity of smallholder farming 
systems is imperative to pull them out 
of the stagnating agricultural sector. 
More emphasis should be placed on im- 
proving the research, extension and in- 
novation systems linkages. 

Third, overhauling the irrigation ex- 
pansion and rehabilitation programs 
will help in bringing additional area 
under irrigated agriculture, particu- 
larly for smallholder farmers. 

Fourth, improving the marketing 
systems by connecting remote farmers 
and consumers to food markets will 
help in reducing the geographical price 
fluctuations. 

Fifth, it is worth revisiting the ad- 
vantages of the mixed farming systems, 
where farmers diversify their portfolios 
to meet the increased demand for high 
value commodities. Contract farming 
could help large and sophisticated farm- 
ers. But smallholder farmers need to be 
connected to input and output markets 
through institutional innovations that 
are appropriate for their regions. 

Crises of this kind are man-made, 
and so the solutions for these also have 
to come from man only. Only through 
coordinated efforts from different quar- 
ters can a plausible solution be arrived 
at. The government can do its bit 
through policy directives and pruning 
its machinery. But the importance of 
the roles of various stakeholders at the 
village, block, district and state levels 
in recognizing the varying needs of the 
farmers and consumers and in develop- 
ing action plans that will protect them 
from the high levels of prices and pro- 
vide them an opportunity to protect 
their productive assets in the short run 
and re-engage in improving their pro- 


ductivity in the long run could not be . 


overemphasized.a 
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“hinese Inflation 


A Global Malaise 


inflation in China has recorded a 12-year high. This has sounded alarm 
bells across the globe, as chances of China adding to global inflation have 


increased largely. 





he recent bouts of inflation in 

China have somewhat spoilt the 

party just before the Beijing 
Olympics, which is scheduled to be held 
in the month of August. The inflation 
concerns, which set off as a teething 
trouble during last year, have turned 
into full blown crisis in the recent 
months. Despite repeated efforts by the 
government to rein in inflation, the 
price rises are showing no signs of abat- 
ing and are hitting the common man 
hard. Like many other countries, in 
China, too, the rising food prices and the 
unbridled money supply in the economy 
are prime culprits for the current crisis. 
Added to it, the untimely blizzards 
have worsened the situation. Conse- 
quently, in February, the consumer 
price inflation galloped to a new 
“12-year monthly high of 8.7%. This, for 
obvious reasons, has intensified fears 
that the higher food prices will spread 
to other sectors of the economy and may 
even foment social unrest in the coun- 
try. Alarm bells have also been rung 
across the globe as it is anticipated that 
inflation in low-cost export giants like 
China can further aggravate global in- 
flationary woes. 

Prices in China began to rise since 
mid-2007 primarily due to the short- 
ages of grain and pork, the staple meat 
of China. To stem the price rise, the Chi- 
nese authorities froze prices of electric- 
ity, gasoline and other basic goods in 
‘September and assured the Chinese 
people that the inflation worry would be 
over once the autumn grain crops were 
harvested. But inflation showed no 
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signs of easing, rather it continued to 
rise unabated. Fertilizer prices were 
also fixed to insure the farmers, and re- 
strictions were imposed on exports of 
grain to augment its supply in the do- 
mestic markets. But all these efforts 
were not sufficient to check inflation, 
which ultimately in February reached 
the highest level since May 1996. 


Plate of woes 

According to the National Bureau of 
Statistics, this current inflationary 
situation is mainly driven by a 23.3% 
rise in food prices in February, from a 
year earlier. In the urban areas, price 
increased by around 8.5%, whereas in 
the rural areas, the problem is deeper 
and prices rose by 9.2% there. Price in- 
flation for some individual items was 
even more noticeable: pork price was up 
63.4% and vegetables by 46%. Even the 
February wholesale data of inflation is 
alarming. The cost of basic oil products 
soared by 37.5% from a year earlier, 
while that of steel products rose by 
29.6%. Food related raw material 
prices also increased by 11%. 

In early February, blizzards, the 
worst in the last 50 years, had severely 
damaged harvests and hindered food 
deliveries to city centers, while rising 
global commodity prices made imports 
more costly. Some economists opine 
that like the earlier trends in 1987-88 
and 1993-94, when excess money sup- 
ply in the economy led to inflation, this 
time too, surging money supply is re- 
sponsible for inflation. They believe 
that, for quite sometime, the Chinese 


banks have been lending aggressively, 
which has led to a surge in the money 
circulating in the economy. And eventu- 
ally, this soaring liquidity fueled infla- 
tion. According to a research report by 
leading global investment bank, 
Goldman Sachs, over the past one year, 
M2 (a broad measure of money supply 
in the economy) in China grew by 17.5%, 
not much rapidly than the average dur- 
ing 1998-2003 when prices were under 
control. But Goldman Sachs’ econo- 
mists opine that M2 measure of money 
does truly reflect the amount of liquid- 
ity sloshing around in China and advo- 
cates M3 (a more broader measure of 
money supply than M2, which, in addi- 
tion to M2, includes deposits in non- 
banking financial institutions and se- 
curities issued by financial institu- 
tions). According to Goldman Sachs’ 
calculation, since 2005, M3 has grown 
steeply, from around 15% to 23%. This 
underscores the fact that the current 
inflation could prove to be more fatal 
and may spread from food to other 
goods and services, prompting the Chi- 
nese Central Bank to resort to more 
monetary tightening. 


Hard economic landing 

The inflation scars have already started 
to take their toll in the mainland China. 
In a stunning development, Chinese 
white goods major, Haier has raised 
washing machine price by 10% and re- 
frigerator price by as much as 5%. This is 
indeed a significant development since 
for the past two decades, the appliance 
industry in China has been one of the 
most oversupplied and competitive in- 
dustries. Increasing prices of iron ore and 
other materials have also started to 
erode the bottom lines of many compa- 
nies and raised doubts about their fu- 
ture. Some manufacturers are battling 
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dow do you see the current inflationary situation in 
shina? 

Brian Yu: The currency inflationary situa- 
ion in China is not likely to abate till the 
second half of year, after Olympics. NDRC’s 
yrice control is ineffective and also further 
‘aises the public’s expectation on inflation. 
SP Chakravarty: It is not surprising to see 
hat inflation is becoming an issue in China. 
\t times of high economic growth, bottlenecks 
nevitably develop, pushing up prices for cer- 
ain key components, for example, labor in 





‘Insofar as Chinese goods become more expensive, that will contribute to world 
inflation if cheaper substitutes are not readily available elsewhere.” 


devastating snowstorm earlier this year 
has made things worse. Inflation in non- 
food categories is modest at 1.5 to 2%. It is 
likely that inflationary spike in food prices 
will prove temporary and moderate in the 
second half of the year as supply catches up. 
Moderating growth in China will further re- 
duce inflationary pressures. 


What could be its impact on the Chinese as well as 
global economies? 
Brian Yu: The tightening of monetary policy, 


he economy. Skill shortages are bound to be- Partner JL iwing : ke citar particularly the credit control, creates a dete- 
‘ome acute if the rate of growth in the Beijing a = my riorating investment environment and hurts 


sxconomy is faster than the rate of growth in 
yuman capital. Education is still directed at 
he few, and the opportunities available to the masses are 
xtremely limited. Those amongst the poor who become 
slightly less poor push up food prices disproportionately due to 
he rise in their income. It has been observed around the world 
hat the demand for food rises faster than their income when 
he initial level of income is very low. 

Vikas Kakkar: I think that inflation in China is perhaps not 
is big a concern as it is being made out to be. The inflation in 
‘hina is concentrated primarily in the price of food, and the 





most private companies, who account for the 
biggest chunk of China’s exports and create 
the largest number of new jobs. 
SP Chakravarty: If the exchange rate declines, there will be 
some impact on China and the rest of the world. Insofar as 
Chinese goods become more expensive, that will contribute to 
world inflation if cheaper substitutes are not readily avail- 
able elsewhere. 

As Chinese goods become more expensive, the Chinese 
economy will have to respond by targeting less price sensitive 
goeds for export. The Chinese will begin to concentrate on the 


aard to stay in contention and switching 
0 other products. Factory price inflation 
nas surged to a three-year-high of 6.6% 
in February, and some factories in the 
oxport-driven Southeast region have 
been closed, rendering thousands jeb- 
less. The problem of inflation at the fac- 
tories of China is of grave concern to the 
rest of the world, particularly at a time of 
increasing global commodity prices and 
impending global inflation. 

Moreover, in recent years, the Chi- 
nese model of phenomenal growth with 
moderate inflation rate has been a 
dazzling success, but the current infla- 
tionary situation has marred the 
party. The inflation specter could not 
only imperil the growth engine but also 
result in hard economic landing glo- 
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bally. For myriad reasens, China had 
been extreme y good for the developed 
economies over a decade. By producing 
an ever-increasing quantity of low-cost 
goods, China had helped keep the 
prices low globally. The deflationary 
effect he ` allowed the central bankers 
to mainvain low interest rates, which 
allowed consumer demand as well as 
growth rate to remain high. But, in the 
present inflationary situation, Chi- 
nese manufacturers may no longer be 
able to absorb the rising cost of produc- 
tion. So, they may decide to pass on the 
higher costs to consumers across the 
globe. 


The Chinese enigma 


Economists are apprehensive about 


this current price rise in China. They 
believe that inflation would stay high 
possibly as late as May this year before 
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export of high technology goods as the low- 
_ tech price sensitive exports decline. Income 
inequality amongst Chinese workers will 
become more acute, as low-tech manufactur- 
ing establishments become marginalized. 
This could lead to discontent. If the authori- 
ties have not learned to deal with criticism, 
they could crack down hard on dissent and 
unleash violence of Tiananmen proportions. 
That is a worry for everyone in the world, not 
just the immediate potential victims of vio- 
lence within China. 

Vikas Kakkar: Given that the inflation is 
not broad-based, it is not likely to have any 
significant impact. 


Do you think that, given these circumstances, setting 
an inflation target of 4.8% is realistic? 

Brian Yu: Nobody but the government be- 
lieves 4.8% is a realistic goal. If only GDP 
growth slows down to 8% (meaning, this 
year China sacrifices job creation and em- 
ployment), can inflation be contained within 
the level desired by the government. But the 
next year, it will be hard to stimulate the 
economy with the deteriorating investment 
environment. 

SP Chakravarty: Targets are meaningless. 
For example, governments can manipulate 
the basket of goods that count toward infla- 
tion. Massaging statistics is a phenomenon 
that is observed even in open societies. The 
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Chinese Inflation 


Vikas Kakkar: Yes. In any case, even if the 
target is not actually achieved, it signals to the 
public that the government is very concerned 
about inflation, and thus helps keep inflation- 
ary expectations from getting entrenched. 


What could be the policy measures to stem the 
inflation fears? 

Brian Yu: None of the current monetary or 
fiscal measures will stem the inflation fears. 
Raising the deposit interest rate sharply was 
effective when inflation reached 20% in the 
early 1990s, but at that time the inflation 
was more demand-driven. This time it is 
more supply-driven. 

SP Chakravarty: The government has to 
demonstrate that it can contain the dis- 
tributive conflict that characterizes infla- 
tion, when some groups become better off at 
the expense of other groups, without resort- 
ing to arbitrary acts of repression and vio- 
lence against protesters. Inflation is a symp- 
tom of problems in an economy. Policies for 
controlling inflation cannot be devised by 
solely concentrating on the impact of infla- 
tion rather than on the cause of inflation. 
Vikas Kakkar: To the extent that the infla- 
tionary spike is concentrated in food and not 
in core goods and services, further hikes in 
interest rate and reserve ratios could be 
counterproductive. It may be wise to wait for 
a couple of months, examine the new disag- 


scope for government manipulation of the statistical machin- gregated inflation figures carefully, and then decide on the 


ery is enormous in an authoritarian society like that of China. 


it begins to cool down. They have also 
ruled out the possibility of the govern- 
ment meeting its target inflation rate of 
4.8% for this year. Deutsche Bank 
economist, Jun Ma, has revised his in- 
flation forecast for the year from 6.4% in 
mid-February to 7.2%. Even the New 
York-based investment bank, Morgan 
Stanley, has also raised its inflation 
forecast from 4.5% to 6.4%. The visibly 
concerned Prime Minister of China, 
Wen Jiabao, has warned, “The current 
price hikes and increasing inflationary 
pressures are the biggest concern of the 
people.” The President, Hu Jintao, has 
_ appealed to the local governments to 
continue production and keep the prices 
of vegetables and other perishables 
stable. 
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China has primarily resorted to 
raising the interest rate to slow its surg- 
ing economy and combat inflation. But, 
this time, China is in a baffling situa- 
tion since higher interest rates could do 
little to contain the escalating food 
prices, which is the most serious con- 
cern for the Chinese policy makers. 
Moreover, there is another worry: if 
China raises interest rates sharply at a 
time when US is cutting them, this 
would likely to attract more capital in- 
flows to China and the resultant liquid- 
ity could actually worsen the inflation- 
ary situation. At this juncture, econo- 
mists anticipate that the government 
would endorse modest increase in the 
interest rates, raise minimum reserve 
requirements for banks, tighten con- 


course of appropriate policy. 


trols on bank lending and foreign cur- 
rency investments in China and may 
even allow faster appreciation of the 
Chinese currency yuan, which they have 
always kept artificially low to keep the 
costs of exports low. China maintains a 
crawling peg vis-a-vis USD, which is 
presently at/near 7.1574 yuan to the 
dollar. Though it is not expected that 
China is going to let its currency yuan to 
float right now, Chinese officials may 
opt for a slightly faster appreciation 
rate to help contain inflation. But the 
faster appreciation of yuan would also 
lead to higher export prices, which 
would thereby fuel global inflation.s= 


— Y Bala Bharathi and Sanjoy De 
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[India Inc. 


Mission Globe Trot 


mo 





The journey for India Inc. has just begun, and when compared to other 
developed nations, it has a long way to go. Yet, for the moment, India Inc.'s 
current success story is pleasant to ponder over. 





India Inc. would continue to expand its 
overseas footprint in the coming years on 
the strength of its ‘competitiveness’ and 
increased opportunities for global 
buyouts. 
-KV Kamath 
President, Confederation of Indian 
Industry (CID 


nce protected from overseas 

competition, India Inc. is fast 

becoming a hunter, extending 
its footprints far beyond its own bor- 
ders. It is diversifying operations and 
investments across the world, leaving 
an indelible mark on the world stage. 
India Inc. is increasingly realizing that 
it is operating in a global economy and 
accordingly adopting a comprehensive 
vision. Conducive economic environ- 
ment and easier access to debt financ- 
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ing have improved liquidity like never 
before. This has given rise to an unpar- 
alleled appetite for business consolida- 
tion, triggering a wave of big-ticket do- 
mestic as well as cross-border mergers 
and acquisitions (M&As). The increas- 
ing number and value of outbound 
M&A deals is a sign of the present 
mindset of several Indian companies— 
acquire and grow worldwide. Conse- 
quently, the Indian companies are look- 
ing for scale, efficiency and competitive- 
ness and are not hesitant to take risks. 
The risk-taking tendency highlights the 
growing prominence of corporate India 
in the global arena. 

In the latest Fortune Global 500, as 
many as six companies from India— 
IOC, RIL, BPCL, HPCL, ONGC and the 
SBI—have joined the elite club. Based 
on the current growth and M&A trends, 


the number is expected to double by 
2010. Interestingly, India Inc. is spend- 
ing more money on overseas acquisi- 
tions than foreign companies and mak- 
ing its presence felt globally. For the 
first time, leading Indian conglomer- 
ates like Tata and Reliance have fea- 
tured in the annual list of top 50 most 
innovative companies in the world, 
compiled by BusinessWeek in associa- 
tion with Boston Consulting Group. 
In the process, both have edged past 
several international giants known for 
innovation. 


The deals in a nutshell 

India Inc. has found a place, along with 
other Asian tigers, to feature on the 
agendas of transnational boardroom 
strategy meetings around the world, 
and is no longer just an outsourcing des- 
tination. The latest report of KPMG re- 
veals that India has registered the larg- 
est number of M&A deals in 2007. 
From big conglomerates to small firms 
with turnovers of less than $1 mn, an 
unprecedented attempt is being made 
for global integration and economies of 
scale. Grant Thornton, a leading ac- 
counting firm has, in its latest annual 
report, mentioned that the total value 
of M&A deals that took place in 2007 
was $51.11 bn as against $16.32 bn in 
2005. The volume and value of M&A 
deals have shown a robust growth by 
over 40% and 152% respectively since 
2006. Most notably cross-border deals 
have tripled since 2006. In the past, sec- 
tors like Automotive, Banking, IT and 
Pharma had significantly participated 
in M&A. On the contrary, in 2007, sec- 
tors such as Metals, Power and Energy, 
Real Estate and Infrastructure, and 
Telecom have been more active. Steel 
and Telecom sectors were the clear 
leaders as far as sectoral values were 
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“Indian corporates are becoming wary of an exaggerated sense of potential syner- 
gies, deal financing difficulties and challenges pertaining to the post-merger opera- 


tion and financial integration.” 


Indian companies are on an acquisition spree, extending their reach to 
virtually every sector from Tea to Telecommunications. What do you see 
as the key drivers behind their clinching of deals with the rest of the 
world? 

Amrish Shah: The key drivers behind the outbound M&A 
growth are increasing global consolidation, cost of production 
and valuation arbitrage, customs/skill set acquisition. Above 
_ all, capital markets in India now tend to view cross-border 
acquisition behavior positively. This is fueling outbound 
M&As from India. 

The key advantage that Indian acquirers bring along is the 
knowledge of being in an extremely competitive and diverse 
market. The sheer size of the country results in changes in the 
market dynamics across the different parts of the country. 

The recognition of being not just a low-cost destination, 
but also an engineering and technology powerhouse has also 
added to the advantage of Indian buyers. 

To an extent, even history has been in our favor. Indian 
companies are known to be brand builders rather than cost- 
cutters. The objective isn’t to merely outsource the delivery to 
a cheaper destination and make more money. It goes beyond 
that. The idea is to enter new markets, gain access to technol- 
ogy, and leverage on the combined expertise. 

CG Srividya: The key drivers are: 
e Better growth prospects, considering the potential that 
the Indian businesses and the domestic market offers; 


e Better valuation, considering that the synergy value is 
typically higher on these cross-border acquisitions; and 
e Better profitability, as the future growth phase will lever- 
age on the India advantage. 
JP Bernard: Despite the apprehensions among the Euro- 
pean consumers and populations about globalization and es- 
pecially about the strong competition from Asian nations, 
India, among the Asian ‘invaders’, enjoys the most positive 
image in Europe: old democracy, peaceful image of Indian poli- 
ticians, great culture.... The election of a woman (President 
Pratibha Patil) to head the government, has also enhanced 
India’s image among the European people supporting 
women’s rights. 

In comparison, China does not have a very positive image, 
as seen in the recent demonstrations against China during 
the Olympic torch run. Therefore, acquisitions of European 
companies by Indian groups will always be better perceived 
than those by Chinese companies, despite the local apprehen- 
sions about the loss of European supremacy. 


Are they undertaking proper due diligence before venturing into acqui- 
sitions? 

Amrish Shah: Indian corporates are becoming wary of an 
exaggerated sense of potential synergies, deal financing diffi- 
culties and challenges pertaining to the post-merger opera- 
tion and financial integration. Hence, the importance of due 


concerned, with $14.9 bn and $11.3 bn 
worth of deals respectively. Tata Steel’s 
acquisition of Corus for $12.2 bn and 
Vodafone’s acquisition of majority 
stake in Hutch for $10.83 bn were the 
biggest deals in these sectors. 


The sky is the limit 


Indian companies are scaling global 
heights across all sectors and have be- 
come world-class companies. India’s 
largest pharmaceutical company, 
Ranbaxy manufactures generic drugs in 
_ 11 countries and distributes in 49 coun- 
tries. Not surprisingly, almost 80% of 
its revenues come from foreign markets. 
Then there is UB Group. After the ac- 
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quisition of Whyte & Mackay and Shaw 
Wallace, it became the second largest 
alcohol maker of the world. On the other 
hand, Moser Baer is the world’s second 
largest optical storage media maker. 
Videocon Group, one of the largest 
corporate groups in India, is already the 
third largest maker of color picture 
tubes in the world. If it succeeds in its 
bid for Motorola’s mobile phone busi- 
ness, it is all set to displace Sony 
Ericsson as the third largest mobile 
handset maker behind Nokia and 
Samsung. India’s IT majors, like 
Infosys, TCS, Wipro and Satyam, have 
evolved from being niche players to gi- 
ants in their own right. Infosys has be- 


come the world’s third best outsourcing 
service provider behind Accenture and 
IBM in 2007. Suzlon Energy has con- 
solidated its position in the interna- 
tional wind energy market by emerging 
as the world’s fifth largest wind turbine 
generator with a market share of 7.7%. 
Bharat Forge, a leader in delivering in- 
novative automobile components, has 
emerged as the world’s second largest 
axle beam and crankshaft maker after 
a spate of foreign acquisitions. Hero 
Honda hung on to its position as the 
world’s No. 1 two-wheeler company suc- 
cessfully for the seventh year with net 
sales of 3.34 million. Bharti Airtel, the 
largest mobile phone operator in India, 
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AUDITED FINANCIAL RESULTS FOR THE THREE MONTHS 
(IV QUARTER) PERIOD ENDED 31°" MAR 2008 


Rs. in crore 


Quarter Quarter Year Year 
ended ended ended ended 
| 31-Dec-07 | 31-Mar-08 | 31-Mar-07 31-Mar-08 31-Mar-07 





















Nine months 
ended 

















. Netsales/Income from operations 









3,816.80 | 1,894.51 | 1,368.18 | 5.711.31 | 4185.84 
- Other Income 495.79 174.74 104.62 670.53 354.69 
_ Totalincome 4,312.59 | 2,069.25 | 1,472.80 | 6,381.84 4,540.53 | 





_ Total Expenditure 

a) Increase(-)/decrease(+) in stock in trade 
b) Consumption of Stores & spares 

c) Staff Cost 

d) Selling Expenses incl. Freight outward 
2) Depreciation 




































































































f) Other Expenses U p41% 
TOTAL 
5. Interest 
5. Exceptional Items NETPR OFIT 
7. Profit from ordinary activities before 
Tax (3)-(4+5+6) 
€. Provision for Taxation-Current Tax & FBT 1,161.97 555.11 1,717.08 
-Deferred Tax -6.56 -14.03 -20.59 8.14 
9. Net Profit from ordinary activities after tax (7-8) 2,234.01 1,016.97 3,250.98 2,320.21 
10. Extraordinary Items (netof tax expenses Rs._) ° 
11. Net Profit forthe peod (9-10) Up40% 
12. Paid-up Equity Share Capital 132.16 132.16 132.16 
Face value per share- As. 10/- DIVIDEN D 
13. Reserves excluding revaluation reserves 8,157.49 i 
14. EPS forthe period (Rs.}Basic and Diluted 169.04 76.95 53.80 245.99 Rs. 
before and after extraordinary items 6 5 1 5 3 
EPS after split (From 21-4-08) 24.60 CR OR E 
(Not Annualised) (Annualised) 





. Public share holding : -Number of Shares 
- Percentage of shareholding 








- The activities of Panna Diamond Project have remained suspended during the year, as per the directions of MP Pollution Control Board and the Empowered 


Committee of the Hon'ble Supreme Court and there isno change in the status of UPFO plant. 
It has been decided tolease out the plantand machinery including the sale and sub-leasing the mining of Lalapur Silica Project. 


During the year, the company has revised its Accounting policies on Employee Benefits (consequent to implementation of Accounting Standard -15 [Revised]), 
Inventories and Foreign CurrencyT ransactions, resulting in net charge of Rs.40.56 crores to Profit and Loss Account (including Rs.27.11 crores towards 
Transitional liability on account of Accounting Standard -15 [ Revised }). 


The Company has received 5 complaints from investors and all of them were disposed off and lying unresolved at the quarter ended 31-Mar-2008 be treated 
as “NIL. 

The above results werere viewedbythe Audit Committee at its meeting held on16-May-08 and approved by the Board of Directors at its meeting held on 
16-May-2008 at NewDeihi. 


Board hasrecommended a final dividend of Rs.214.09 crore (54% of post bonus capital in addition to interim dividends of Rs.437.44 crore (331% on pre-bonus 
equity) for 2007-08. 





FROM MINING ORE 
TO BUILDING THE NATION'S ECONOMY. 
... LHE RESULTS ARE SPECTACULAR. 











INTERIM331%  Final54% 
(PreBonus) (PostBonus) 





SEGMENT WISE REVENUE, RESULTS AND CAPITAL EMPLOYED 
UNDER CLAUSE 41 OF THE LISTING AGREEMENT 


Rs. in crore 






















1. Segment Revenue 
(net sale/ income from each segment) 








a) Iron Ore 1,893.56 1,365.29 | 5,705.32 
b) Other Minerals & Services 0.74 2.89 5.78 
TOTAL 1,894.30 1,368.18 | 5,711.10 | 4,185.84 

















1,894.30 5,711.10 | 4,185.84 


Less : Inter segment revenue 
Net sales / income from operations 















. Segment Results 
(profit (+) /loss (-) before tax and 
interest from each segment) 



















































a) Iron Ore 1,493.11 1,023.38 | 4,490.09 | 3,271 01 

b) Other Minerals & Services -8.72 -25.17 -24.36 -47.41 
TOTAL 1,484.39 998.21 | 4,465.73 

Less : Interest - - - 

Add : Other unallocable income net off 73.66 71.59 481.74 

allocable expenditure 

Total Profit before Tax 4,558.05 | 1,069.80 








734.01 
6.88 


3. Capital Employed 
(Segment assets-Segment Liabilities) 
a) Iron Ore 
b) Other Minerals & Services 
c) Other reconcilitation items 
TOTAL 


7. The Earnings per share for the year ended 31-03-2008 has been worked out to Rs.245.99 on 
the basis of the then face value of Rs.10/- per share. The Company split the face value of the 
share to Re.1/- on 21-04-2008. 


The share holders will be allotted two bonus shares for every share held on the record date of 
22-05-2008. Accordingly the EPS, post split and bonus would work out to Rs.8.20. 


8. The above financial results are subject to audit under Sec 619(4) of the Companies Act, 1956 
by the Comptroller and Auditor General of India. 


Forandonbehalfof 
NMDCLImited 
Sd/- 
Place: Ne wDelhi (RanaSom) 
Date: 16-05-2008 Chairman-cumManagingDirector 





NMDC Limitec 


(A Government of India Enterprise 
Regd.Office: KhanijBha van,10-3-311/A,CastleHills ,Masab Tank,Hyderabad-500028, Website:www .nmdc.co.! 


siness Environment 


igence is definitely inereasing. One has seen the impact 
at thorough due diligence has hac on a transaction like the 
deoeon-Daewoo deal, where the bid was significantly low- 
ad after the due diligence. 

But in the deal frenzy, at times one tends to get carried 
ray by the case put forward. And then some due diligence 
dings may be overlooked. Not because thorough due dili- 
nce isn’t conducted but may be because some risks appear 
be smaller and worth taking. After all one is up against 
ugh competition. 

G Srividya: On most of the large deals, a 
atailed due diligence on operations, 
nancials, accounting, taxation and legal 
re carried out. On some of the smaller 
eals, primary focus is given to operational 
iligence, and adequate attention may not 
e given to accounting, legal and regulatory, 





same for most of the outbound acquisitions made by 
companies or Indian acquisitions by overseas compa 
JP Bernard: European people are concerned about t] 
“nvasion’. For example, the successful takeover of Ai 
Mittal three years ago was seen as a big cultural | 
France: How an Indian company could afford to buy a! 
cal French company? The initial offer of Mittal was 
sidered seriously either by the European businessm 
the employees and unions. A couple of months th 
Mittal proved to be successful an 
frequently in touch with the Fren 
dent. This established the credibil 
dian businessmen. 

So reverse takeover bids woul 
age reciprocity and partnership 
European and Indian companies, € 
ing the complementarities of Indiz 


nough these also assume a lot of impor- rope. 

ance, considering that the company being 

cquired is in a different regulatory and ac- Most of the acquisitions of Indian com 
ounting environment. leveraged buyouts. Do you think this is 

Amrish Shah concern? 

hough this is a tribute to Indian managerial and Executive Director, Tax and Amrish Shah: With a crunch in 
ntrepreneurial skills, do you think India Inc. must Regulatory ater (M&A) credit markets, debt is becomir 
iso watch out fer reverse takeover bids? diag ewes api and leveraged buyouts therefore < 


\mrish Shah: Why not? Not just the mana- 
serial talent, there are a lot of other things that attract over- 
seas buyers to Indian companies. A billion plus people market, 
4 multi-billion dollar infrastructure opportunity, an extremely 
strong economy, and growing consumerism and a young popu- 
lation. And now with the blazing valuations showing some re- 
spite, Indian companies are surely attractive targets. 

CG Srividya: Takeover bids are not very common in India. 
Most of the acquisitions are amicable. The situation is the 


is powering its global ambitions. It is 
audaciously attempting to buy South 
Africa’s largest cellular operatcr, Mo- 
bile Telephone Network (MTN) that 
has a broader geographic reach across 
21 nations to emerge as the world’s sec- 
ond largest mobile operator. 

However, none can match the adven- 
ture and enthusiasm of Tata Group. 
This year, Tata Motors’ takeover of 
British iconic brands, Jaguar ard Land 
Rover for $2.3 bn became a scurce of 
talking about ‘reverse colonization’. In 
2007, to beef up its steelmaking capac- 
ity, Tata steel paid $13 bn for the acqui- 
sition of Anglo-Dutch steel major, 
Corus. The acquisition made Teta Steel 
the fifth largest steel maker in the 
world. It remains as the largest acquisi- 
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tion ever made by corporate India in 
terms of valuation. Recently, Tata 
Chemicals became the second largest 
soda ash company in the world. The list 
is not complete without the mentioning 
of dairy major, Amul, the world’s larg- 
est company in its category. The list 
seems to be getting bigger day by day. 


Challenges remain 

No doubt India Inc. has been making its 
presence felt across the globe. But there 
is a growing apprehension whether 
these corporations can maintain their 
rankings. Large Leveraged Buyouts 
(LBOs) of foreign organizations by In- 
dian conglomerates are a cause for con- 
cern. Crisil, India’s leading ratings 
agency, states “Large LBOs typically 


the added pressure of deliveri) 
promised performance. But the India growth story 
to hold good. And as long as Indian companies 1 
deliver, the acquirers are not going to be a worried 
CG Srividya: While funding through leverage is ` 
cause for concern, the concern arises in future if ther 
lem with the acquired business which could lead 
value depletion. The other concern is that in the c 
nario, it may be difficult to raise large debt for acq) 


impair the acquired compa 
cial risk profile since most 

taken on for the acquisitio1 
serviced by the acquired « 
acquirer's financial risk pr 
adversely affected, prima f 
extent of the equity conside 
ultimately, by the necessity 
the acquired entity in time 
to protect the economic vah 
quisitions.” The fact that 
and equity markets were 

peak levels kept M&A ve 
controllable levels in the p 
they are peaking, the valu: 
M&As have gone out of c 
could potentially stifle r 
even prolong the payback 

turns. Even though, not 


| Chartered 


„á population. 
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_ JP Bernard: LBO of European companies by Indian ones is a 
matter of concern for European populations. Since the Mittal- 
Arcelor LBO, Europe knows that industry is now becoming 
global. 

From the business point of view, it is safer and faster to 
start with an LBO than creating an Indian subsidiary in 
Europe. Cultures are so different between India and Europe, 
that an Indian subsidiary would need a long 
time to build a customer portfolio. 

From the European point of view, acqui- 
sition of national companies by foreign 
groups is often seen as discounting the Eu- 
ropean jewels to foreign invaders. So it is a 
cause for concern for many workers and em- 
ployees. Nevertheless, India is in a better 
position than China due to the positive im- 
age it has got among the European 


LBO is frequently seen as a fight where 
the buyer is the winner and the seller the 
loser, especially in the case of a hostile take- 
over like Mittal-Arcelor. 





In the event of current global credit crunch, how will Indian companies 
sustain the current pace of deal-making? 

Amrish Shah: The global credit crunch could impact deal- 
making. However, in the long run this may prove to be good. 
The decisions will be more measured, the synergy assump- 
tions more achievable, and the valuations more realistic. And 
that will help create greater stakeholder value in the coming 
times. 

CG Srividya: The current credit crunch will primarily affect 
leverage buyouts. For some acquirers, the current situation 
may work out advantageously as they may find acquisitions 





CG Srividya 
Partner, Specialist Advisory Services 
Grant Thornton, Bangalore, India 


at better valuations. They have to look for alternative sources 
of financing, such as internal accruals, private equity and 
stock payments. 


India’s business success has triggered several takeovers and acquisi- 
tions across the globe. Can it make the transition from short-term profits 
to long-term value creation? 

Amrish Shah: That is the rationale 
and strategy behind the global acquisition 
spree. And that definitely looks on its 
way. 

CG Srividya: Most of the acquisitions 
made by Indian companies across the world 
have their primary aim of long-term value 
creation. In fact, there could even be some 
short-term dip in profitability during the 
integration phase, but companies are will- 
ing to take this hit as the end objective is 
much better value in the long run. 

JP Bernard: As an example, I can cite In- 
dian group Wipro’s takeover of the French- 
Austrian company, NewLogic, especially 
the reactions of European employees, Indian 
colleagues and European customers. 

1) Reaction of European employees 

There were two types of reactions. Employees and 
managers with international experience were not afraid of 
the takeover, and saw the acquisition by Wipro as a chance to 
become a member of a strong and recognized international 
group. 

Employees and managers with no international experi- 
ence were worried about the takeover. Nationalist reac- 
tions appeared against Indian engineers and managers 
when we started to merge teams and management. More- 


deals have gone wrong so far, the ex- 
citement surrounding the deals could 
compel Indian companies to enter into 
deals without undertaking proper due 
diligence. 

Commenting on India’s global ex- 
pansion, Anand Mahindra, CEO, 
Mahindra & Mahindra, wonders: “Is 
this part of a well-considered strategic 
road map? Or is it all just steroids?” In- 
dia Inc. still struggles with the old de- 
mons: inadequate infrastructure, short- 
sighted politicians and improper educa- 
tion system. According to a recent Mor- 
gan Stanley’s estimate, India lags be- 

Pp hind China in the most basic categories 
“ of development such as infrastructure 
by a ratio of 7:1. As a result, manufac- 
turers have to pay twice as much for 
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electricity and thrice as much for rail- 
way transport, as do their Chinese 
counterparts. It is also estimated that 
almost 42% of perishable goods perish 
before they reach the market. The South 
Korean car major, Hyundai, has one of 
the finest manufacturing plants in 
Chennai. With over 50 suppliers and 
30,000 employees, it is the highest tax 
payer in Tamil Nadu. But providing as- 
sistance with regard to linking the 
plant directly to port remains just a 
talk. 

The rush in outward investment 
has been equal to the increasing inter- 
est in India from multinational corpo- 
rations and overseas private equity. 
However, FDI in India remains a com- 
plicated issue. Wal-Mart, the global 


retail giant, has been forced to enter in 
to a complicated agreement with 
Bharti’s retailing arm to conform to re- 
strictions protecting small Indian re- 
tailers. Hundreds and thousands of 
students graduating from the lavishly 
self-praising technological institutes 
are not equipped with proper skills. As 
a result, several of the US and Euro- 
pean IT companies that are entering 
India to source low-cost knowledge 
workers are discovering smaller talent 
pool than they envisaged. Jim O’Neill, 
MD and Head of Global Economic Re- 
search, Goldman Sachs, famously 
known as the father of the BRIC report, 
says “While the perception is that In- 
dia and China have all this talent, it is, 
in fact, Russia and China which have 
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over, these nationalist reactions were extended against 
European employees and managers working in a positive 
atmosphere with Indian colleagues and supporting the 
merger. 

Moreover, since Wipro is a huge group, the quick move to- 
wards Wipro’s style of functioning was a cultural shock for ev- 
erybody. Things like displaying the Wipro logo immediately af- 
ter the acquisition produced misgivings 
among the employees. 

2) Reaction of Indian colleagues 

It was quite difficult for Indian managers, 
especially for the Human Resources Man- 
ager, sent to Europe to understand the way 
local people were operating. Indian manag- 
ers discovered that English was not always 
used within the company as well as with Eu- 
ropean customers. This was difficult for 
Indian managers since they were out of the 
loop in many projects. 

3) Reaction of customers 

The week after the official acquisition, we, 
the management, had to announce the 
change to our European customers. 

Globally, customers were pleased by the Indian takeover. 
Premji, during his trip to the Davos meeting in 2006, visited 
the NewLogic offices under the full glare of the Austrian and 
French televisions. This emphasized the positive image of the 
LBO among the European customers. 





a. 


Prof. JP Bernard 
Burgundy School of Business 
DIJON, Paris, France 





There were some concerns about confidentiality, but the , 
renewal of the confidentiality agreements took care of that. 

Most of the customers requested for details about the/ 
group and its capability, especially about the workforce in In- 
dia. Some customers requested meetings in India with Wipro 
management to talk about increasing the business and the 
size of the projects. 

Big international customers were sud- 
denly more interested in our offers. The size 
of Wipro and its roots in India opened many 
doors, since outsourcing in Bangalore is ex- 
tremely popular and promising. 

All the customers, immediately after 
the merger, requested for information re- 
garding the (new) price policy. There was a 
strong pressure from the European custom- 
ers to reduce our European prices. 

To conclude, an LBO like in the case of 4 
Wipro-NewLogic is interesting from the busi- 
ness point of view. Wipro was able to get an 
existing portfolio of European customers. 
NewLogic/Wipro was able to access interna- 
tional customers and projects because of 
complementary skills and images. The reactions of the custom- 


ers were extremely positive, which ensured business extension. 


However, from a human angle, things were more difficult. 
Merging European and Indian cultures at the working place is 
not easy and it takes time. 


the best growth environment scores 
and track record on education.” 
He warns “India will find it difficult 
to maintain growth rates of more 
than 8% without significant policy 
changes.” 

The IT sector is paying the price for 
depending mainly on the US economy. 


Top M&A Deals in 2007 


Acquisition 
Price in mn $ 


Acquirer Target 








Source: Grand Thomton India. 2008 
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Sector 


‘Powe & ay 


Though currency related risks can be 
avoided, market risks resulting out of a 
slowdown in a single market can pose 
even bigger risk to organizations that 
are not spread across geographies. For- 
tunately, most of the Indian companies 
have the advantage of a stable and ever 
growing domestic market. Thus, the US 


Deal Type 


1,700.93 Controlling 


economic slowdown would not affect 
India as badly as it would hit foreign 
companies. Nevertheless, the surge in 
the value of rupee against the green- 
back has eroded the profit margins of 
the IT companies considerably. Now the 
sector and India Inc. need to figure out a 
solution to the US financial crisis. 


Lessons to learn 

By engaging in cross-border deals one 
cannot build a global company. Global 
companies are those which can endure 
intense competition, whether they do 
business in domestic market or abroad. 
Some of the largest companies in the 
world have proved that the key to be- 
come global is to be competitive. That 
means building a business which is 
spread across sectors and geographies, 
with a well-established management 
cadre to withstand unexpected situa- 
tions. The US-based multinational, GE, 
is an example of what a true global cor- 
poration stands for. In spite of its mon- 
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. Tata’s 


\ sector 


Value 





815.97 


strous size, it has not lost its desire in 
tapping emerging markets or to revamp 
its business in some other segments. 
The $163 bn behemoth is successful in 
churning out revenues from emerging 
markets to $29 bn in 2007 from $10 bn 
in 2000. 

Aggressive Indian conglomerates 
like Tata and Birla seem to be treading 
the same path. After acquiring Corus, 
» revenues from outside 
india have increased from 40% to 50%. 
Another case in point is AV Birla Group, 

which was among the first to go global. 
Before the acquisition of the 
US-based Novelis for $6 bn, no single 
business of the group accounted for more 
than 20% of total revenues. After acquir- 
ing Novelis, more than 50% of its rev- 
enues come from metals sector alone. 
However, there are also some Indian 
companies like Arvind Mills, Bharti, 
Bajaj, HDFC, ICICI, Pantaloons, RPG 
and Reliance, who have not made any 
significant cross-border deals, yet thriv- 
ing in domestic market. Arun Maira, 
Chairman, Boston Consultancy Group, 
F Points out, “Indian companies have a lot 

of good things to learn from their coun- 
terparts in the US and the UK, but they 
have also done things which others need 
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Sector-wise Break-up of M&A Deals in 2007 
% Deal Value 






Volume % Deal Volume 





4.59 





to learn from them. It is like having a 
portfolio of investments, which is always 
good as against a single investment. The 
ability to manage a diverse set of busi- 
ness is an art and the Indian organiza- 
tions have been doing it very well.” 


A long way to go 

The year 2007-08 has undeniably been 
a momentous year for India Inc. Some 
Indian companies have emerged as the 
world’s topmost entities. There seems 
to be little respite to this trend in the 
near future and the outlook for M&A 
activity in 2008-09 looks fairly positive. 
Foreign investors, mainly private eq- 
uity investors, have also been more 
than willing to finance Indian compa- 
nies scouting for acquisitions in India 
and abroad. The total value of PE 
funded M&A deals announced in India 
registered $19.03 bn showing a growth 
of 152% over the previous year. How- 
ever, there will be some challenges that 
may come in India Inc.’s way; in particu- 
lar, the ongoing US financial crisis 
coupled with rising oil prices would 
make borrowings for overseas acquisi- 
tions costlier. To respond to this kind of 
unexpected market environment and to 
compete globally, a robust risk manage- 


India Inc. 


ment with proper monitoring mecha- 
nism is mandatory. The next most com- 
mon challenge is to deal with legal and 
regulatory differences. Indian compa- 
nies aiming to expand their operations 
abroad must be careful of regulatory 
implications. A proper due diligence 
should cover unknown markets as well 
as other key elements like governance 
and legislative processes. 

Another major challenge which is 
difficult to quantify and control is inte- 
gration of the work cultures of diverse 
organizations. Only a few companies in 
India have the knowledge of managing a 
global workforce. There is a need for a 
committed management team to inte- 
grate and to complete the acquisition 
process. Successful integration de- 
mands a flexible attitude by manage- 
ment to adapt to the diverse social and 
cultural factors across markets. For ex- 
ample, M&M, India’s leading trucks 
and SUVs manufacturer, is adopting 
more than one model to tap foreign mar- 
kets. It is using distribution model in 
small markets like Serbia and Sri 
Lanka. At the same time, when it comes 
to big markets like China, where under- 
standing local market and legal system 
is the key, it is taking the joint venture 
route. 

Hence, while everyone is eulogizing 
the success story of India Inc., it should 
not get carried away. Indian corporate 
houses may be on an acquisition spree, 
but it is important to bear in mind that 
there are two sides to globalization. 
Foreign Institutional Investors (FII) are 
not idle spectators. They have been 
raising their stakes in companies such 
as Infosys, Reliance and ONGC. They 
have already acquired sizeable stakes 
in HDFC (68%), Satyam (46%) and 
ICICI Bank (45%). Indian Inc. should 
watch out against hostile takeovers by 
FIIs. The journey for India Inc. has just 
begun, and it has a long way to go to 
catch up with other developed nations. 
Yet, for the moment, India Inc.’s current 
success story is something to feel happy 
and proud about.s= 


— N Janardhan Rao and P Sarath Chandr: 
Reference # 01M-2008-06-09-0 
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US Dollar 


No Longer World's Reserve Currency? 
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The world’ 


s major economy is Caught in a vicious circle as the dollar 
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plunges and the financial market Crashes, and the Federal Reserve is 
powerless to halt the collapse of dollar value since rate cuts will only lead to 
further decline in the value of the currency. Besides, rising oil and food 


prices are inflicting additional harm. 





į Yor more than half a century, the 
US dollar has enjoyed a unique 
privilege in the global economy, 

The US dollar has been the world’s 
dominant currency in most transac- 
tions and the repository for the national 
savings of many countries. However, the 
once-unchallenged world hegemony of 
the dollar is under threat as its decline 
has impelled many emerging econo- 
mies to diversify their holdings beyond 
dollar. An endlessly weakening green- 
back has global repercussions. The de- 
cline in dollar value hes contributed to a 
surge in the cost of raw materials which 
are priced in the US currency; from oil to 
corn and copper prices have touched 
historic highs. With the world’s domi- 
nant economy’s debt spiraling higher, 
the trade deficit exceeding $700 bn a 
year, and its currency plunging for 
yeers, the US government in an anxious 
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bid to attract investment, has been 
forced to cut spending and cut interest 
rates at regular intervals to 2%. How- 
ever, economists have urged the Federal 
Reserve to stop the rate cuts, arguing 
that rate cuts are doing little to reduce 
borrowing costs but have sent commod- 
ity prices soaring, fueling inflation and 
hitting Americans’ wallets hard. 


Losing the hegemony? 

With the dollar’s 45% drop in value 
against the euro in the past six years, 
there is a growing debate on the future of 
the greenback’s reign as the global re- 
serve currency, a position it has held since 
1945. While most economists have pre- 
dicted the role of dollar as a reserve cur- 
rency is nearing its end, others have even 
said that euro will supplant the dollar. 
Given the dollar’s role as a medium of ex- 
change and store of wealth, the dollar’s 





premier status as the mainstay of global 
financial transactions is under threat. 
The negative implications of the declining 
dollar’s value are obvious in the rising 
prices of all primary products, the conse- 
quent strengthening of inflation pressure 
globally, the confusion in the settlement 
of international transactions, ete. For in- 
stance, Chinese textile exports have be- 
gun to shift to euro-currency markets and 
British pounds to avoid foreign exchange 
losses. Likewise, Russia, the world’s sec- 
ond-largest oil-exporting nation after 
Saudi Arabia, has begun modest efforts 
to trade Russian Ural Blend oil, the 
country’s primary export, in rouble. Be- 
sides, the dollar’s weakness has been bad 
news for consumers. It has been a crucial 
factor behind the rise in inflation that has 
sent food and gas prices sharply higher. 
Even European officials are grumbling 
about the dwindling dollar because it 
makes American exports cheaper in 
world markets. 

Yet another development that is of 
considerable worry for the US dollar is 
that Asian and oil-exporting central 
banks, which hold more dollars, realized 
sometime ago that they didn’t want to be 
too overburdened with dollars, as dollar 
volatility imposes costs on countries 
that accumulate it. The share of dollar 
holdings of the world’s central banks had 
come down from 73% in 1997-98 to 64% 
in 2007. The biggest beneficiary has 
been the euro, raising its share from 18% 
in 1997 to 28% of developing-country re- 
serves, which have been steadily diversi- 
fying their portfolios from the dollar. 
Countries like China, Russia, Kuwait, 
Singapore and Norway are diversifying 
from dollar and have opted for the softer 
option of transferring tens of billions of 
petro and trade dollars to sovereign 
wealth funds. Indeed, countries holding 
huge US dollars in forex reserves are in 
the process of safeguarding the value of 
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US Dollar 








Y INTERVIEW 


“The dollar has not been the world’s safest currency for quite some time now. Usu- 
ally, a currency is ‘safe’ only if it holds its value. The dollar clearly has not held its 
value ever since its peak in 2002.” 


We have been witness to the gradual fall of the 
dollar for years now. What are the main forces that 
are causing further downward pressure on the US 
dollar? 

The underlying issue is the trade deficit, 
which, in turn, is the result of the fact that the 
dollar is overvalued. The overvalued dollar 


any has made US goods less competitive in the 


world economy. This has led to an excess sup- 
ply of dollars in currency markets, which 
places downward pressure on the dollar. 

To some extent, this excess supply was 
offset by foreign central banks buying up dol- 
lars in a conscious effort to keep down the 
value of their currency. It was also offset by 
foreign investors who were willing to buy US 





Dean Baker 
Co-Director, Center for Economic 
and Policy Research 
Washington, US 


financial assets. The latter source of de- 
mand has substantially reduced in the last 
eight months, as investors now recognize 
that many US assets are actually quite 
risky. Investor demand has also fallen due 
to the sharp decline in interest rates in the 
US. 


While the dollar's decline indicates an upswing in 
US exports boosting the economy, its acceleration 
has triggered criticism from officials abroad. What 
do you make of these indicators? 

The only way that the US will get out of its 
slump is through increasing its net exports. 
The countries that are unhappy with this 
situation will either have to pay large 


their forex reserves, as dollar falls in 
value against other currencies. 


Global repercussions 

Many oil exporting economies which ac- 
cumulate dollar reserves are beginning 
to feel uncomfortable about the pros- 
pect of the dollar’s long-term decline. 
They hold about half a trillion dollars 
worth of US securities today. In 2007, 
South Korea, China, Venezuela, Sudan 
and Russia also signalled a move that a 
break from the dollar currency peg is 
imminent. Iran has opted for euro and 
yen from dollar to trade crude oil. This 
is seen as a major blow to the US dollar 
as a reserve currency. 

Meanwhile, the Gulf states could 
switch to a basket of major world curren- 
cies to tackle inflation and halt the de- 
cline in the value of their currencies be- 
cause of the weak US dollar. Yet, they 
rejected a suggestion by Iran and Ven- 
ezuela to stop pricing oil trades in dol- 
_lars. Simon Williams, Chief Gulf Econo- 
mist, HSBC Holdings feels doing so 
“may spark a new dollar crisis, and it is a 
move that would slash the value of their 
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$500 bn of assets denominated in the 
currency.” GCC countries do not have the 
political clout to price their products in a 
new currency for the time being, as much 
of their revenue comes from oil, which is 
priced in dollar. According to RGE Moni- 
tor, a New York-based economic consult- 
ing firm, dollars accounted for 67% of 
new GCC state assets managed by their 
central banks and sovereign wealth 
funds in 2007, up from 60% in 2006. 
GCC states’ pool of dollar-denominated 
assets increased in 2007, even as the 
greenback lost 10% against the euro. 

A reversal in dollar’s fortune will be 
a relief for companies that export to the 
US. Louis Gallois, Chief Executive, 
EADS, describes the dollar as his 
company’s main problem and he is now 
considering moving production away 
from Europe. British engineering group 
Rolls-Royce has experienced similar 
problems with a weaker dollar and ris- 
ing raw material costs. Like Airbus, 
most of the sales of the company are in 
dollars, but its manufacturing base is 
in the UK. As the weak dollar impacted 
its profits the company was considering 


closing a UK-based plant. In addition, 
Japan, whose main market for export of 
its cars and electronic goods is US, has 
faced significant decline in orders. As 
Europe has taken over from the US as 
Asia’s main export market, Japan, 
China and Korea have diversified to the 
non-traditional markets. Their exports 
are growing at an annual rate of 40% in 
Latin America, 30% in both non-EU 
Europe and the Middle East, and 20% 
in Africa. Even China has overtaken US 
as Japan’s main export market in 2007 
for the first time in the modern history. 


The dragon connection 

China has been severely undervaluing 
its currency, which gave its exporters an 
unfair advantage and caused job losses 
in the US. China’s central bank pur- 
chased huge dollar-denominated securi- 
ties that have kept the dollar artificially 
elevated against the yuan. On the one 
hand, China’s vibrant economy depends 
on exporting to the US to generate jobs 
for its workers. This requires the dollar 
to be relatively strong against yuan. But 
China also has the biggest pile of dollars 
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amounts of money indefinitely to keep the dollar high, or live 
with smaller trade surpluses. If they can manage their econo- 
mies competently, they should be able to sustain high levels 
of employment without massive trade surpluses. 


With zhe dollar's decline stirring some fresh tensions with Europe, it is 
holding its interest rates steady even as it experiences a drop in exports 
to the US. How long do you think Europe can avoid the effects of the 
economic deterioration in the US? 

Europe's economy is already slowing; in part this is due to a 
decline in net exports associated with the fall in the dollar. 
There are many people in policy positions in Europe who are 
happy about this outcome because there were worries about 
inflation. The lower dollar helps to counteract inflation both 
by reducing the price of many imports and also by slowing 
growth. 


Coming to China’s practice of keeping the yuan’s value low relative to 
dollar, what do you think China’s next move is going to be in reference 
to the dollar's decline? 

China has been raising the value of the yuan and I expect 
them to continue to do so, possibly at a more rapid pace. This 
should help deal with China’s main cencerns: rising inflation 
and a growth rate that they consider excessive. A higher value 
for the yuan will reduce the cost of imports, lessening infla- 


What are your views on the decline in dollar's value and its imminent - 
impact on other world economies? J 
The dollar had to fall to get the US trade deficit down to a 
sustainable level. Also, it will be necessary to get the deficit 
down to get the economy out of recession. The economy had 
been fueled by debt, which was possible as long as people 
thought they were accumulating housing wealth, but with the 
collapse of the bubble, people will start saving again. Net 
exports are the only component that can plausibly make up 
the demand lost due to reduced consumption. 


Why is it important to keep the value of dollar up? What are the mea- 
sures the Federal Reserve can take to help avoid a dollar collapse? 
It isn’t. The Fed should have acted to get the dollar down years ago. 


How are the immediate prospects for the dollar? Do you still feel it is the 
world’s safest currency? 

No, it has not been the world’s safest currency for quite some - 
time now. Usually, a currency is ‘safe’ only if it holds its value. 
The dollar clearly has not held its value ever since its peak in 
2002. This decline in the dollar was totally predictable, even 
if its exact course was not. The US dollar is obviously going to 
be around for a very long time, and in that sense the dollar is 
a ‘safe’ currency, but if investors are looking for a secure place 
to hold their money, they would be foolish to put too much of it 


tion, and also reduce exports, slowing growth. 


in the world—$1 tn sitting around in 
their central banks, whose asset value 
shrinks when dollar goes down. Reports 
indicate that if the dollar value drops 
10%, China will lose $100 bn. Neverthe- 
less, inflation in China is peaking at 
8.7%, an 1l-year high and the country 
has been letting yuan appreciate against 
dollar. The rising inflation is causing 
concern as China’s consumer goods are 
becoming expensive. Even the US has 
been pushing China to allow yuan to ap- 
preciate in order to stem the tide of 
cheap Chinese imports. To what extent 
the Chinese authorities will let the yuan 
appreciate against the dollar remains to 
be seen. 


Euro, the invincible 

The dollar’s decline is having a devas- 
tating effect on Europe’s exports. Yet 
the European Central Bank (ECB) is 
holding on to steady interest rates since 
June 2007, even as it experiences a drop 
in exports to the US and other coun- 
tries. Fears of inflation in eurozone are 
holding the bank from cutting rates as 
the central bank's preoccupation is 
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in dollars. 


curbing inflation. Higher rates, used to 
combat inflation, can also strengthen a 
currency and are considered to be sup- 
porting the euro. David Hoffman, Man- 
aging Director, Brandywine Global In- 
vestment Management says, “The 
ECB, before too long, will begin cutting 
rates. Economic reality will force them 
to. They tend to not focus on slowing 
growth until they have to.” Though 
ECB’s main concern is tackling infla- 
tion, it can’t ignore the pressure of a 
slowdown in Europe and declining ex- 
ports for much longer. 


Down, but not out 

The economic recession in the US and 
dollar’s decline are bringing the global 
economy to a critical point. Though many 
in the currency markets think the dollar 
could lose its status as the pre-eminent 
reserve currency, an all-out collapse of the 
dollar is unlikely. Though Venezuela and 
Iran have shifted to trading in euros and 
to some extent yen, the risks of changing 
are too large to comprehend. Tim 
Congdon, Chief Economist, Lombard 
Street Research doesn’t think the dollar 


will significantly diminish in importance 
as, crucially, the US is still the leading 
exporter of military technologies. Be- 
sides, despite all its problems, the US 
still contributes about one-third of global 
output. There is optimism among the 
economists that the US economy will 
pick up in the second half of this year and 
the dollar will bounce back. Federal Re- 
serve Bank, President, Thomas Hoenig 
said, “Serious inflation pressures may 
compel the central bank to raise interest 
rates.” It is likely that the Fed keeps its 
rates steady for a while before raising 
them later this year as the economy picks 
up. That would help the dollar perk up, as 
aggressive rate cuts since September 
2007 are one reason why the dollar has 
fallen. A strong dollar, however, would 
help diminish intermediate inflation 
fears. If the Fed maintains a steady rate, 
that could put an end to the dollar’s free- 
fall. Hopefully, a stronger dollar and the 
resulting dips in inflationary risks could 
be a welcome relief to all.= 


— N Janardhan Rao and V Ratna 
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transform the Indian stock markets, the Securities and Exchange Board of 
India (Sebi) has recently allowed direct market access to institutional 
investors. This would enable institutions to directly place their buy and sell 
orders without any manual intervention by their brokers. 





Clients can make better use of hedging 
and arbitrage opportunities through the 
use of decision support tools /algorithms 
for trading. 

— Sebi 


n US, Algorithmic Trading (AT)/Di- 

rect Market Access (DMA) ac- 

counts for around 25-30% of the 
daily stock market turnover. And in 
major European markets, roughly 15- 
20% of the trading volume can be attrib- 
uted to DMA. In the New York Stock 
Exchange (NYSE), the largest stock ex- 
change in the world by dollar volume, 
around four-fifth of the turnover comes 
from AT. And in case of Chicago Board 
Options Exchange (CBOE), one of the 
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world’s largest options exchanges, the 
proportion of the trading business ac- 
counted for by AT is even higher. But 
India, which boasts of a highly sophisti- 
cated and computer-savvy stock mar- 
ket, the actual trading process has not 
yet been automated. It is only in the last 
year that the report of the high powered 
expert committee on Making Mumbai 
an International Financial Center 
(MIFC) had recommended that the In- 
dian markets should embrace AT and 
DMA by end-2007. The high-level com- 
mittee had also emphasized that India 
might be losing half or more of potential 
order flow because of the prevailing 
regulatory barriers, whereas a majority 
of orders and trades in developed mar- 


kets are generated from automated 
sources. 

Realizing the importance of AT, the 
capital market regulator Sebi, under 
the Chairmanship of CB Bhave, has 
taken a bold step and asked the ex- 
changes to gear up to direct market ac- 
cess for institutional investors. The new 
system would enable Foreign Institu- 
tional Investors (FIIs) as well as the do- 
mestic institutions, such as mutual 
fund houses and insurance companies, 
to directly perform their buy and sell 
orders without any manual interven- 
tion by their brokers. Under the new 
system, an institutional investor can 
place their orders directly through the 
trading terminal installed in their of- 
fices by their brokers. In the extant sys- 
tem, all orders in a stock exchange’s 
trading system have to be channelized 
through the trading terminals of bro- 
kers. However, in the new arrangement, 
the brokers would require to have tech- 
nology and systems in place to support 
DMA and should have the prior ap- 
proval from the stock exchanges. 


Algorithmic trading 

In electronic financial markets, algo- 
rithmic trading, also known as black- 
box or robo trading, refers to orders that 
are automatically placed in the market 
by software programs built on certain 
quantitative models. The AT base at 
the client site is connected to the stock 
exchange through direct DMA. It is es- 
sentially used by institutions such as 
hedge funds, pension funds and mutual 
funds to split up a large trade into sev- 
eral smaller trades in order to manage 
market impact, opportunity cost and 
risk. In its crudest form, AT could be a 
software program devised to identify an 
arbitrage opportunity between the cash 
and the futures market and then place 
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“DMA is more likely to cut transaction time, stop front running, speed up trade 
execution and help institutional investors get the best possible execution rate like 
that of developed overseas markets of US and Europe.” 


Recently, Sebi has allowed Direct Market Access to 
institutional investors. How do you see it? 

AN Sridhar: Indian stock markets over the 
years have metamorphosed into a well-regu- 
lated, efficient and transparent one. Mar- 
kets currently have wide participation of 
overseas investors who desire best execu- 
tion price for their deals. DMA to institu- 
tional clients is a step in that direction, 
which if successful would allow institutional 
clients to route their orders directly into the 
exchange system and get real-time execu- 





Gurudatta Dhanokar: DMA is a facility 
which allows brokers to offer clients direct 
access to the exchange trading system 
through the broker’s infrastructure without 
manual intervention by the broker. 

I see it as a step that will bring India at 
par with the international standards as 
most markets in the world have made direct 
market access available to institutional cli- 
ents. DMA would improve liquidity in the ~ 
market by increasing volumes of trade and 
attracting more institutional investors/for- 


tion rates for their buy and sell trades. Fund D ea eign hedge funds via improved confidential- 
Institutional clients, including the FII, Sahara Mutual Fund ity. Cost reduction would happen both at the 
typically buy or sell bulk quantities away Mumbai, India client level and broker level. On the back of 


from the real-time rates owing to procedural 
inefficiency of placing the orders through brokers and face the 
risk of poor execution and possible front running. DMA is 
more likely to cut transaction time, stop front running, speed 
up trade execution and help institutional investors get the 
best possible execution rate like that of developed overseas 
markets of US and Europe. 

DMA and algorithmie trading are synonymously used. Now 
with DMA, institutional clients can execute algorithmic trades. 
An algorithm is a sequence of instructions arranged in a specific 
logical order, satisfying certain specific conditions. Algorithmic 
models are programs that use complex mathematical relation- 
ships, designed to meet certain investment or trading objectives 
and throws out a price for execution as output. 

With the introduction of DMA, institutional clients can 
place orders through computer systems from their offices di- 
rectly, and probably may put an end to use of telephone for 
trading in the market. 





this development, I expect consolidation in 
the institutional segment of broking business. 

K Venkitesh: Sebi has allowed brokers to offer their institu- 
tional clients direct access to the exchange trading system 
through the brokers’ infrastructure. 

Called the DMA facility, this allows clients anywhere in 
the world to access the broker’s trading platform without any 
manual intervention. 

The DMA facility offers advantages such as direct control 
of clients over orders, faster execution of client orders, reduced 
risk of errors associated with manual order entries, greater 
transparency, increased liquidity, lower impact costs for 
large orders, better audit trails and better use of hedging and 
arbitrage opportunities through the use of decision support 
tools/algorithms for trading. 

Brokers must specifically authorize clients for providing 
the DMA facility after fulfilling the Know Your Client (KYC) 
requirements. Brokers have been made liable for all DMA 


the related orders on the exchange in 
real-time. 

But, the efficiency of the algorithms 
is imited by human ingenuity and the 
efficacy of the underlying mathemati- 
cel model. In a situation, where futures 
price is greater than the fair price, the 
computer will immediately identify it 
and react to it by buying the spot and 
selling the future. This is a smart 
equilibrating response to bring parity 
between the spot and the futures 
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prices. And, undoubtedly, computers 
are inherently superior, when com- 
pared to humans, at ceaselessly scan- 
ning the prices of a vast range of con- 
tracts on a large number of futures and 
spot markets and at responding to a 
mispricing within a fraction of a sec- 
ond. A market with computers watch- 
ing for mispricing and leveraging the 
arbitrage opportunities is undeniably 
much superior to the market where the 
task is done manually. 


Direct benefits 

The automation of trading strategies 
helps enhance the efficiency of a large 
number of monotonous processes of the 
financial markets. When a security is 
traded at multiple venues, there must 
definitely be a very strong linkage be- 
tween prices at these multiple venues. 
At present, this link is detected by 
manual arbitrageurs, who continuously 
gaze at two screens and look for arbi- 
trage gains. But computers, for sure, 
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trades and must authorize individual users at the client end 
‘based on minimum criteria. 
It is a welcome move as most markets in the world have 
made direct market access available to institutional clients. 
This potentially leads to a wave of consolidation within 
the broking industry since the buy side clients normally es- 
tablish DMA only with brokers they are comfortable with. 
Thus, the small and marginal brokers could lose out on the 
business front. 


How beneficial could be the new system to the 
investors? 

AN Sridhar: The biggest benefit for the in- 
stitutional investor would be the best execu- 
tion prices they would be getting for their 
deals and obviously would mean better re- 

. turns for their investors. 

+ Algorithmic models are custom-made 
in-built computer programs, which throw 
out execution prices for the purpose of hedg- 





Direct Market Access 


DMA would help an institutional investor to break a large 
trade into several smaller trades in order to manage market 
impact, opportunity cost and risk. Also, orders can be initi- 
ated based on information that is received electronically, be- 
fore human traders are even aware of the information. With 
DMA, institutional clients can now be direct market makers 
by placing a limit order to sell above the current market price 
or a buy limit order below the current price in order to benefit 
from the bid-ask spread. 

Summarizing we can say that with 
DMA, institutional clients would be a stron- 
ger force in the marketplace. Price manipu- 
lation is set to come down, markets would 
be more transparent, and execution would 
be faster for big clients. 

Indian mutual funds can now safely 
launch quant funds and expect the deals to 
be executed at the respective output prices 
thrown out by the designed quant models, 
thereby eliminating impact cost and 


ing, exploiting arbitrage opportunities, per- PS hrsnee taper A underperformance. 

form pair trading, place real-time orders in Strategist Gurudatta Dhanokar: The investors will 
the market, etc. Since these are all daily ac- Almondz Global Securities benefit in the form of lower transaction 
tivities of any institutional client, DMA is Mumbai, India costs and faster execution. Greater trans- 


likely to be a big success. FII clients are likely 
to reap benefits of DMA instantly, as they 
have been using several algorithmic models across the devel- 
oped markets. It would be a while before the Indian institu- 
tional clients and mutual funds start using the DMA facility 
the way FIIs would use. 

Another significant advantage of algorithmic trading 
would be the elimination of front running as data trail would 
be available. Since orders are directly routed, it would ensure 
secrecy and easy money for many dealers, though front-run- 
ning would be a thing of past. 

Currently, orders routed through brokers suffer from loss 
of time, or ‘high latency’ as termed in market parlance. This 
substantially reduces the profit-making potential of program 
traders and arbitrageurs who do not have direct access. With 
DMA, clients would be on a par with proprietary traders who 
engage in such trades. 





_ parency and better audit trails will enable a 
direct control over orders. There will be 
lesser chances of errors associated with manual order entry 
and the risk of front running will also be less. The investors 
can benefit from the use of algorithmic trading for hedging 
opportunities. 
K Venkitesh: This move will give clients direct control over 
orders, faster execution, reduced risk of errors associated 
with manual orders and better audit trails. 

The move will also reduce the cost of transaction besides 
curbing possible ‘front running’ by employees of broking out- 
fits. 

The improved confidentiality of trades might attract 
foreign hedge funds that were not willing to do business 
here earlier. This can lead to more institutional investor: 
coming to India and is definitely good for the investor in al 
respects. 


can unfailingly excel at tolerantly 
watching for these and execute order 
placement. Further, engaging a few em- 
ployees to identify arbitrage opportuni- 
ties is also a costly affair. With automa- 
tion, it becomes possible to monitor 
even the smaller stocks, thus infusing 
greater liquidity and pricing efficiency to 
A the system. And it is expected that once 
AT starts thriving, it would increase 
Mumbai’s attraction for listings from 
overseas firms. Further, in the new sys- 
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tem, cost saving would happen both at 
the client level and broker level. Even 
the transaction costs would be less for 
the client. In fact, according to 
www.wallstreetandtech.com, a website 
on technology used by the US stock mar- 
kets, AT is the preferred route for insti- 
tutions globally as transaction costs are 
lower by almost 75%. In the existing set 
up, all investors place their orders with 
brokers and the brokers, in turn, enter 
them into the exchange’s system. This 


loss of time or ‘high latency’ substar 
tially reduces the profit-making oppo! 
tunities of traders and arbitrageurs wh 
do not have direct access. Further, inte! 
est rates and currencies are natural a 
eas where AT can play an important rol 
given the simple formulas that are i1 
volved in currency arbitrage. 
Introduction of DMA will definite 
lead to more transparency and fast 
execution of trade for bigger client 
From investors’ perspective, AT w 
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What could be its impact on the stock exchanges and the brokers? 
AN Sridhar: Currently, we have numerous broking outfits 
catering to institutional clients. Many of them have been 
dealing only because of legacy and acquaintance, and seldom 
have such brokers provided any value-added service, leave 
alone speedy execution at ‘best possible rates’. Introduction of 
DMA, would clearly distinguish the wheat from the chaff. 
Large multifunctional broking outfits would emerge winners. 
These large outfits would have to register 
with Sebi and would likely share the entire 
institutional business pie. Several small 
brokerage firms would be affected in a big 
way going ahead. 

DMA might impact the business of 
many an arbitrageurs. Most arbitrage op- 
portunities arise owing to bulk deals of in- 
stitutions, which all these days were being 
executed by brokers. With DMA, such oppor- 
tunities are likely to reduce. Moreover, bro- 
kerage charges and impact costs are set to 
fall with the advent of DMA. 

Since audit trail would be easily avail- 
able on all DMA trades resorted to by the 
institutional clients, the stock exchanges 
would find it easy to nab culprits in case of 
front running, malpractices, etc. Since DMA aims at reducing 
manipulation, front running, etc., markets would be well-regu- 
lated. 

Gurudatta Dhanokar: Stock exchanges will benefit in terms 
of more volumes lead by higher liquidity, lower transaction 
costs, and expected entry of more institutional clients and 
hedge funds. The lower risk of errors and front loading will 
require lesser control to be exercised on the part of exchanges. 

For the broker, there would be savings on staff costs, while 
increased volumes would add to his bottom line. Consolida- 
tion in the brokers is expected as buy side clients normally 
establish DMA only with brokers they are comfortable with. 
This may pose problem to small and marginal size brokers. 
K Wenkitesh: It would lead to further consolidation in the 
institutional segment of broking business. Institutional play- 
ers might prefer to pass their substantial business through 
their captive broking outfits. The impact will be more for 
broking companies and not for stock exchanges so much. We 








will see a lot more action among the institutional brokers / 
from a mergers and acquisition stand point. ) 
Exchanges need to put in proper systems and am sure 
they will do it. DMA will call for technological tests from ex- 
change to brokers and to clients, but am sure it will get 


streamlined. 


What are the drawbacks of this new system? 

AN Sridhar: It is not yet known whether the 
Indian marketplace is ready to accept DMA 
being provided to institutional clients. In 
other words, it is not clear, whether the cash, 
futures and options markets have enough 
depth to accept various algorithmic models 
fired by institutional clients. For DMA to be 
successful, competitive spreads should be 
available, then only algorithmic trades 
work efficiently. Entering an order and re- ~ 


L. ceiving confirmation should take least time, 


K Venkitesh 
National Head - Distribution 
Geojit Financial Services Ltd. 
Mumbai, India 


which we call latency in market parlance. It 
is not sure whether our exchanges have de- 
livered confirmations for large trades within 
15-20 milliseconds, a response time of other 
popular exchanges across the globe. It is also 
not known, how many institutional clients 
would use a particular broker’s service for trading through 
DMA. In such cases, brokers are likely to find it more difficult 
to monitor the risk of their clients’ positions, especially for 
clients such as hedge funds who trade frequent and big. Algo- 
rithms are successful only when tick sizes are smaller. It is 
yet to be gauged whether all stocks, its futures or options can 
be traded using algorithms. The prima facie requirement for 
algorithmic trading is the liquidity. As of now we have hardly 
50 stocks that can be called liquid for the purpose of trading 
using algorithms. 

The cost of developing and maintaining algorithms is 
still relatively high, especially for new entrants, as the need 
for stability, bandwidth and speed is even higher than for 
regular order execution. Firms which have not developed 
their own algorithmic trading have had to buy from compet- 
ing firms. 

Gurudatta Dhanokar: The person executing the orders at 
the institutional client’s side is also a human being, thus 


protect them from the danger of front- 
running and there will always be a data 
trail available to track the culprits en- 
gaged in front-running activities. Front- 
running is equivalent to taking advan- 
tage of prior knowledge of the bulk deals 
and taking early positions before the or- 
der of the client is passed through the 
system. In the present system, front- 
running cannot be traced because of the 
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lack of availability of clear data trails. 
But the introduction of AT will ensure 
no front-running, and if there happens 
any manipulation within the network, 
by tracking the available data trail, 
brokers and strong exchanges can easily 
trace the culprits. 


Making a beeline 
Though it’s too early to gauge the accep- 


tance of the DMA facility bestowed on 
the institutions, the market grapevine 
is that more and more players are sign- 
ing up for the DMA facility and the 
trickle is fast becoming a sustained 
wave. Unlike SLB (Securities Lending 
and Borrowing), here, brokerages inter- 
ested in offering DMA facility do not 
have to deposit any money with the 
stock exchanges. Stock exchanges, on 
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_ chances of errors while executing order exist. Further, such a 
k person may be involved in front running. Thus, it reduces the 
chances of front running but does not completely eliminate it. 
K Venkitesh: Overall, it is a good move from investor’s stand 
point so there is no serious drawback. 


How successful is algorithm trading internationally? 

AN Sridhar: Though DMA/algorithmic trading is new to In- 
dia, it is highly popular in most developed markets of the 
world. According to a study, it is estimated that 50% of all EU 
and US stock trades in 2010 would be driven by automatic 
programs or algorithms. At the London Stock Exchange, over 
60% of all orders were entered by algorithmic traders in 2007. 
The estimates for 2008 are higher. Algorithmic trades have 
worked in overseas developed markets owing to availability 
of competitive spreads, lower tick sizes, greater depth and 
huge liquidity. 

High liquidity permits more participants to issue com- 
petitive quotes which lead to smaller trade sizes. This forces 
institutional traders to split up orders according to computer 
algorithms in order to execute their orders at a better average 
price. Algorithmic trading strategies are possible only with 
electronic markets. Strategies like arbitrage, trend following, 
and mean reversions are all popular trading strategies over- 
seas. Economies of scale in electronic trading have contrib- 
uted to lowering commissions and trade processing fees. 

Overseas, popular complex algorithms have been devel- 
oped to implement different trading strategies. For example, 
“ceberging refers to inputting several smaller orders over 
time after breaking a large order. Another algorithm de- 
signed to find hidden orders or icebergs is called ‘Guerrilla’. A 
‘benchmarking’ algorithm is used by traders attempting to 
mimic an index’s return. An algorithm designed to discover 
which markets are most volatile or unstable is called 
_ ‘Sniffer’. 

The turnaround time from placing an order to final confir- 
mation has now crashed to average 10 millisecond as prom- 
ised by a product called ‘TradElect’ of the London Stock Ex- 
change, which promises to process 3,000 orders per second. 

Financial market news is now being formatted by firms 
such as Reuters, Dow Jones, Bloomberg and Thomson Finan- 
cial to be read and traded on via algorithms. Since DMA is 
available, now computers are used to convert news stories/ 
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financial results, as they are released, into feeds for trading 
on the news. 

Gurudatta Dhanokar: Algorithm trading is widely used in 
the international markets. Its advantages of cost reduction, 
reduction in risks of front running, and ability to execute large 
orders have made it a popular trading system internation- 
ally. The popularity of algorithm trading is evident in the fact 
that brokers are looking for systems to trade futures, curren- 
cies, international stocks, or baskets of stocks. 

K Venkitesh: Internationally, it is well-accepted and it 
works well. 


Any other comments? 

AN Sridhar: An area of concern is the infrastructure set up 
that would be required to make DMA a success. Algorithmic 
trades require good communication network, and the R&D 
and other costs to construct complex new algorithmic order 
types, along with the execution infrastructure and marketing 
costs to distribute them, are fairly substantial. It is not 
known clearly how efficient the new technology would be. A 
greater reliance on sophisticated technology and modeling 
would also increase the risk of business interruption lest the 
system should fail. 

Other issues include the technical problem of latency or 
the delay in getting quotes to traders, security and front run- 
ning, and the possibility of a complete system breakdown 
leading to a market crash. 

Algorithmic trades form a significant proportion of total 
market trades in developed markets and are set to increase 
further. In India, this trend is unlikely immediately, as we 
have hardly 200 stocks which can boast of big institutional 
activity. 

Gurudatta Dhanokar: In my view, initially Sebi and ex- 
changes must exercise higher degree of control dh the transac- 
tions as due to lack of experienced people, at the brokers as 
well as institutional investors end, there are higher chances 
of errors being made. 

K Venkitesh: The Sebi release said one of the advantages of 
DMA is that “clients can make better use of hedging and 
arbitrage opportunities through the use of decision support 
tools/algorithms for trading.” This makes it clear that algo- 
rithmic trading will be allowed. This can lead to new type of 
investors flocking into the market. 


their part would assign a unique num- 
ber to the terminal allotted to the bro- 
ker that will enable the exchanges to 
keep a track of the trades undertaken. 
Given the plethora of benefits that 
DMA offers, many institutional inves- 
_tors are likely to use DMA terminals. 
“We can execute our trades through the 
DMA and nobody can front run,” com- 
ments Sanjiv Shah, Executive Director 
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of Benchmark Asset Management, in 
an interview with Businessworld. He 
adds that “brokers can track our trades 
while it is happening, but their trading 
desk will not be privy to the trades be- 
fore execution.” Domestic broking 
houses such as Kotak Securities, Anand 
Rathi Securities and Reliance Securi- 
ties have already received the green sig- 
nal from stock exchanges to provide 


DMA facility. And Hong Kong-based 
brokerage house CLSA is said to be the 
first among the foreign majors to have 
got the approval. A clutch of other for- 
eign players, such as UBS, Morgan 
Stanley, JP Morgan and DSP Merrill 
Lynch, are also lining up for approval. 
Edelweiss Capital, India Infoline and 
Motilal Oswal Securities are the other 
Indian players who have submitted 
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UNIVERSITY 


Full-time Ph.D. Program 
at Hyderabad 


New session commences on January 02, 2009 








The ICFAI University, a statutory university, is well-known for its MBA Program, 
which is ranked among the bestin India. The Ph. D. Program is a full-time, residential program. 


Highlights 

e Attractive fellowship. 
(Rs. 25,000 per month during the first year; Rs.27,000 per month in subsequent years; 
Around $1,500 per month (under visiting scholar program in the third year). 

e Annua! professional development grant. 

e Visiting Scholar Program in leading business schools in the US and Australia. 

e Exposure to Ph.D. level courses and intensive workshops by well-known 
faculty from reputed business schools in India and abroad. 





Eligibility 
First Class postgraduate degree (with 60% and above) in Management, Engineering, Science, 
Commerce, Economics, or Arts. CFA, CA, CWA and CS are also eligible to apply. 


Candidates should preferably be between 23-30 years of age. 


Admission 
Based on Research Aptitude Test (RAPT) 2008 and interviews. RAPT July 2008 will be held 


on July 06, 2008 (Sunday) from 10.00 am to 1.00 pm at 71 test centers all over India. 


Some categories of applicants are exempted from RAPT. Details of exempted categories 
are available in the prospectus. 


For Prospectus and Application (Rs.750, by Cash/DD favoring 
‘IUCF A/c IIMT’, payable at Hyderabad), please contact: 
Campus Programs Admissions Department® (CPAD®) 
# 45, Nagarjuna Hills, Punjagutta, Hyderabad, Ph: 040-23435328 / 29 / 30 / 45. 


© The ICFAI University. CPAD and Campus Programs Admissions Department are registered trademarks. | WWW.iimtindia.org 


Direct Market Access 
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their requests to the stock exchanges. 
\ However, the Indian financial firms are 
` amateurs in this field and hence need to 
rapidly catch up with their foreign coun- 
terparts. Foreign players such as 
Goldman Sachs and JP Morgan have 
in-house knowledge on AT, which can be 
easily applied to Indian exchanges. 


Myth vs. Reality 


However, the prospect of fully auto- 
mated computerized trading systems 
without human intervention has raised 
the eyebrows of many mathematically 
naive people, who are concerned about a 
Frankenstein’s monster that can go ber- 
serk and devastate the entire market. It 


- is often claimed that the October 1987 


NYSE crash originated from such ar- 
cane trading systems. But trading sys- 
tems at NYSE at that time were rela- 
tively archaic and couldn’t cope with 
surging sell orders. Moreover, in 1987, 
more than 20 years ago, computer sys- 
tem was not as sophisticated as it is 
today. Between 1987 and now, com- 





puter systems have become perhaps 
1,000-4,000 times more powerful. And 
with modern computer systems, it is 
now possible to handle zooming in order 
flow and integrate it into AT models. 
Moreover, the 1987 incident has pro- 
vided an important learning experience 


to the entire financial world. Interest- 
ingly, despite the specter of doom that it 
raised, in the aftermath of 1987, AT has 
only become more significant all over 
the world. No big problem has cropped 
although the AT-driven volumes have 
increased hundred times since then. So 
the idea of one monstrous computer be- 
coming wild and destroying the founda- 
tion of global finance is now a myth. And 


Sebi Guidelines on DMA 


Brokers interested to offer DMA facility shall apply to the respective stock exchanges giving details of 

the software and systems proposed to be used, which shall be duly certified by a Security Auditor 

as reliable. The stock exchange should grant approval or reject the application as the case may be, 

and communicate its decision to the member within 30 calendar days of the date of completed 

application submitted to the exchange. The stock exchange, before giving permission to brokers to 
offer DMA facility shall ensure the fulfillment of the conditions specified in this circular. 





All DMA orders shall be routed to the exchange trading system through the broker's trading 
system. The broker's server routing DMA orders to the exchange trading system shall be located in 
India. The broker should ensure sound audit trail for all DMA orders and trades, and be able to 
provide identification of actual user-id for all such orders and trades. The audit trail data should 
available for at least five years. Exchanges should be able to identify and distinguish DMA orders and 
trades from other orders and trades. 


Exchanges shall maintain statistical data on DMA trades and provide information on the same 
to Sebi on a need basis. The DMA system shall have sufficient security features including password 
protection for the user-id, automatic expiry of passwords at the end of a reasonable duration, and 
reinitialization of access on entering fresh passwords. 


Brokers should follow the similar logic/priorities used by the exchange to treat DMA client orders. 
Brokers should maintain all activities/alerts log with audit trail facility. The DMA server should have 
-internally generated unique numbering for all such client order/trades. A systems audit of the DMA 
systems and software shall be periodically carried out by the broker as may be specified by the 
exchange and certificate in this regard shall be submitted to the exchange. The exchanges and 
brokers should provide for adequate systems and procedures to handle the DMA trades. 


Source: Sebi 
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the reality is quite the opposite when 
hundreds of AT systems, all with differ- 
ent trading preferences, parameters 
and ideas, are competing and trading 
with each other in the global financial 
market. No one particular trading sys- 
tem is unduly important. The biases of 


With modern computer systems, it is now 
possible to handle zooming in order flow and 
integrate it into AT models. 


one AT system are likely to be counter- 
balanced by the counter-biases of oth- 
ers. So even if a few AT systems incur 
losses, others make gains and therefore 
as a whole the market remains unaf- 
fected. However, there are some con- 
cerns about the infrastructure costs, 
which are expected to be substantial in 
size. Players interested in using sophis- 
ticated quant methods require high-end 
code writers (typically PhDs in Math or 
Physics) apart from the necessary tech- 
nology support systems. The setup 
would require a few millions of dollars. 
However, it is expected that the initial 
costs would not act as a dampener, for 
DMA would enable the client to maxi- 
mize gains using complex algorithms. 
Finally, in the recent turmoil, most 
markets that rely on AT and DMA, 
have been far less volatile than the 
Indian markets. During the Indian 
stock markets’ worst moments in late 
January, the selling was largely concen- 
trated in the futures market because of 
margin calls from brokers, leading to 
good arbitrage opportunities. If AT was 
present in India, it would have bridged 
the gap and brought stability in prices 
and thereby would have lessened the 
impact of global market turmoil on 
Indian stock market. Hence, undeniably, 
AT can play an important role and the 
introduction of AT could improve liquid- 
ity position and thereby could provide 
more stability to Indian stock markets.s= 


— Y Bala Bharathi and Sanjoy De 
Reference # 01M-2008-06-11-01 
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Public-Private Partnership Model 









Saddied with poor or lack of infrastructure for long, India pins much hope on 


he Public-Private Partnership model to fix its infrastructure woes. 


oor infrastructure has for long 

been the bane of India. Dilapi 

dated roads, jam-packed 
streets, frequent power outages are the 
>ommon sights even in big Indian cities 
ike New Delhi and Mumbai, which are 
aow grappling with a new problem: con- 
zestions at airports. Fund-starved gov- 
2rmment agencies have not been able to 
ope with the rising demand for infra- 
structure development in cities, which 
are reeling under the pressure of grow- 
ng population and migrants. However, 
il] this might change as the government 
s showing greater willingness to em- 
yrace the successful global mode! of 
2ublic-Private Partnership (PPP). 
Wikipedia defines PPP model as a gov- 
2xrmment service or private business 
venture which is funded and operated 
through a partnership of government 
und one or more private sector compa- 
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nies. Some of the successful examples of 
this model, globally, include Chicago 
Skyway Bridge, Chicago and California 
Fuel Cell Partnership in the US, Na- 
tional Air Traffic Services (since 2001) 
and some National Health Service 
(NHS) hospitals and other agencies in 
the UK. 

Taking a cue from the success of this 
model in developed countries, the Govern- 
ment of India is taking several initiatives 
to give a boost to its PPP plans. For in- 
stance, so far this year, the Public Private 
Partnership Appraisal Committee 
(PPPAC) has approved 13 projects worth 
Rs 7,946 cr across the country, which in- 
clude development of National High- 
ways, tourism infrastructure and non- 
metro airports on PPP basis. Some of 
these projects are: development of 
Udaipur and Amritsar airports, develop- 
ing tourism infrastructure in West Ben- 


A Panacea for India’s Infrastructure Ills? 


gal, and strengthening the National 
Highways network in Tamil Nadu, 
Punjab, Orissa, Uttar Pradesh, Assam 
and Rajasthan. So far, since its constitu- 
tion in January 2006, PPPAC has 
granted approval to 52 projects, with an 
estimated project cost of Rs 35,068 cr. Be- 
sides, the government is also looking at 
embracing PPP model for the Metro rail 
projects in Hyderabad and Mumbai. 


Why India needs PPP 


For emerging economies like India, cre- 
ation of world-class infrastructure is 
critical for sustaining high growth mo- 
mentum and upholding global competi- 
tiveness. However, insufficient public in- 
vestment, whether internally or exter- 
nally sourced, is a major stumbling block 
to plug the infrastructure deficit in the 
country. Rapid urbanization poses sig- 
nificant challenges to India nonetheless. 
“As an estimated 50% of the population 
(about 700 million people) will be living 
in cities by 2025, the government and 
other stakeholders face the daunting 


task of providing world-class infrastruc- 


ture facilities to improve the quality of 
life, connectivity, utilities and access to 
basic/civic amenities for all denizens,” 
said Urban Development Minister 
Jaipal Reddy last year at the inaugural 
session of ‘Suminfra’, a two-day infra- 
structure summit organized by the Con- 
federation of Indian Industry (CII). He 
added, “Since the central government 
and states alone cannot shoulder the re- 
sponsibility due to financial and re- 
source constraints, the private sector 
will be involved to take up infrastructure 
projects on the PPP model as in the case 
of National Highways, power, transport, 
airports and seaports.” 

In spite of the stunning economic 
performance in recent times, sustaining 
8-10% of annual GDP growth rate 
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Public-Private Partnership Model 





1 INTERVIEW 


“The performance of PPP in developing infrastructure globally is consequently mixed 
with clear-cut success stories in mature markets.” 


How do you see the performance of Public-Private 
Partnership (PPP) model in developing infrastruc- 
ture globally? 

Paul Noumba Um: After all, PPPs are only 
a procurement tool that governments in de- 
veloping and developed countries can use to 
deliver better infrastructure facilities and 
services for the sake of serving the needs of 
_ their economies. PPPs are not a contempo- 
© rary innovation, nor are they a panacea. 
Clearly, not all projects are meant to be de- 
veloped through PPPs, and hence the mixed 
results observed so far in developing coun- 
tries. What we have learned from past expe- 
riences is that PPPs are costly and complex 
transactions that most developing countries’ 
governments cannot afford. To be successful 





Paul Noumba Um 
Lead Economist 
Sustainable Development 
Department, MNA Region 
The World Bank, Washington, US 





Thierry Déau: The PPP model has been a 
great tool for public clients to meet the re- 
quirements of infrastructure development. 
As a complementary tool to the traditional 
public sector procurement, PPP has brought 
discipline and significant improvement to 
the delivery process of public infrastructure. 
The countries that have embraced PPP 
have generally delivered better service to 
their taxpayers in the transport, health or 
education sectors. Most of those used the 
PPP to catch up on public infrastructure in- 
vestment. Australia, UK and more and 
more European countries have been suc- 
cessful in doing so. 

PPP is, however, neither a panacea nor 
the only solution for public service or infra- 


in this area, not only developing countries’ governments have 
to establish a sound, enabling legal and institutional envi- 
ronment, but they also need to be more aggressive in develop- 
ing simultaneously the PPP market supply side institutions, 
which are not often in place when such programs are 
launched. The performance of PPP in developing infrastruc- 
ture globally is consequently mixed with clear-cut success 
stories in mature markets, whereas immature markets face 
astonishing challenges in trying to implement PPPs. 


would be a daydream unless India ar- 
ranges substantial investments in in- 
frastructure across all sectors. As per 
the recent reports, the infrastructure 
rating assessments drawn with BRIC 
(Brazil, Russia, India and China) coun- 
tries clearly points out that India has to 
do a lot for its infrastructure expansion 
before it can establish itself as an eco- 
nomic superpower in the times to come. 
The World Bank estimates that be- 
tween 2005 to 2010 India has to invest 
3.82% of its GDP to maintain its exist- 
ing infrastructure and 3.6% to build it 
further. In the words of the Finance 
-Minister, “Our infrastructure deficien- 
cies have become more visible because 
of high growth. The most visible indica- 
tors of overstretched infrastructure are 
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view on it? 


India’s congested highways, airports 
and ports”. India has to build up 40,000 
km of highways by 2012, enhance traffic 
handling capacity at ports from 737 
million tons to 1,500 million tons and 
boost power generation capacity by 
60,000MW to accomplish the growth 
targets of the 11 Five-year Plan. 
There is a growing realization 
among the policy makers of the country 
that PPP is the best possible model to 
finance infrastructure. Given the mas- 
sive investments required for investing 
in roads, power, airports and commer- 
cial infrastructure over the next few 
years, the government is taking numer- 
ous initiatives to endorse PPPs in the 
infrastructure sectors. It is assigning 
many projects to the private parties on 


structure requirement. Countries that have been successful 
have clearly devised a strategy for PPP based on their own 
local constraints including the public perception and sensitiv- 
ity to the involvement of the private sector. 


Why has it not met with much success in many countries? What is your 


Paul Noumba Um: As I mentioned above, PPPs are not a 
panacea to the infrastructure problems or challenges faced by 


Build-Own-Operate and Transfer 
(BOOT) and Build-Operate-Transfer 
(BOT) basis. According to estimates by 
the Planning Commission, PPP will ac- 
count for 30% of the estimated $1.5 tn 
infrastructure investment required in 
the 11" and 12 plans. Asian Develop- 
ment Bank (ADB) recognizes the Indian 
government's tough initiatives to up- 
hold inclusive growth by focusing on in- 
frastructure expansion. More than two- 
thirds of its 2006-08 assistance pro- 
gram for India is centered on infrastruc- 
ture; a number of these are PPP 
projects. The government has also 
taken steps to meet the financing chal- 
lenges to promote PPPs by implement- 
ing schemes like Viability Gap Funding 
(VGF) and setting up India Infrastruc- 


| June 2008 | 63 





many developing countries. Besides being promoted as a 
fashion, PPPs should be carefully designed and targeted at a 
limited number of projects when the domestic market re- 
mains immature. In other words, developing countries should 
do a better job in identifying those projects which can be suc- 
cessfully implemented as PPPs while also developing their 
market supply side institutions to progressively scale up 
such programs as the market matures. This entails avoiding 
the panacea fallacy which mixes unrealistic — 

expectations. In developed markets, PPPs 
also face other kind of challenges that have 
impeded their development across coun- 
tries. It is also interesting to understand 
why PPPs are not as successful in US as op- 
posed to UK or continental Europe. Some 
commentators explain this by underscoring 
multiple and different legal and regulatory 
frameworks that exist at the state level, 
thereby hampering the establishment of a 
national market. While the lack of a unifying 





+ 


delivery of public services is often a political issue in many 
countries. PPP is often confused with privatization when the 
role of the public sector as a grantor or a regulator is not - 
emphasized enough. This can only be overcome with the help 
of a political champion promoting a clear strategy and offer- 
ing the public a real alternative for meeting infrastructure 
requirements. 

This support is essential to develop and implement a 

| proper legal framework which can sustain 
PPP projects. In addition, whilst many gov- 
ernments advocate PPP, most of them often 
hesitate in investing in skilled resources 
necessary to deliver the programs. As a po- 
litical animal, PPP requires early success, 
skills and constant support to become sus- 
tainable. 


What are the major challenges in PPP projects 
both from the viewpoint of the government as well 
as the private parties? 


legal framework probably explains low PPP TR g . Paul Noumba Um: PPP projects face many 
development in US, this is probably related Meridiam Infrastructure challenges. The first and probably the most 
to cultural issues. For example, interstates France important challenge is achieving and ensur- 


highways in US cannot be tolled, which has 
hampered diffusion of tolling in highways 
including at state level. Besides highway, a few states have 
promoted PPPs in other infrastructure facilities, even though 
private sector involvement has been developed through other 
forms of partnerships. All in all, PPPs are much more com- 
plex to design, implement and manage, which probably ex- 
plains mixed results observed so far. 

Thierry Déau: The involvement of the private sector in the 





ing political and social acceptability of such 
projects. In some countries, it has taken 
many years and a step-by-step approach to finally reach a 
political consensus on extending PPP to all economic and so- 
cial infrastructures. For instance, France, until 2004, did not 
explicitly consider its private sector-based contracts for 
building hospitals or prisons as PPPs. The second challenge 
facing PPP is the over-optimism bias for PPPs. Many govern- 
ments fall into a PPP fallacy and consider all of a sudden that 


ture Finance Company Limited 
(IIFCL), India Infrastructure Project 
Development Fund and Public Private 
Partnership Appraisal Committee. 


Major challenges 
However, it’s not that all PPPs are suc- 
cessful. Experts suggest that PPPs have 
become mired in a disarray of concep- 
tual ambiguities. The practical imple- 
mentation of the PPP, mainly in devel- 
oping nations, is not as easy as it seems 
to be. A World Bank report on private 
participation in highways clearly high- 
lights that, as it says, “In development 
of PPP projects, five types of constraints 
must be overcome: political and bureau- 
cratic, legal and regulatory, financial, 
methodological and implementation.” 
The success of PPP model depends 
on many factors. First comes the se- 
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lection process which should be open 
and competitive. Fair and flexible 
PPP contracts and proper manage- 
ment of risks are supportive in adapt- 
ing unexpected events. The major dif- 
ficulty is that the governments in de- 
veloping countries recurrently over- 
evaluate the real efficiency of PPPs. 
Second, the success of PPPs depends 
on necessary checks and balances. 
They necessitate consultation. But 
many PPP projects lack all these. Re- 
gardless of the rising trend of PPP 
projects across the world, these mod- 
els appear to be unsustainable in view 
of the fact that they are by their na- 
ture a one-time event. There is little 
chance of successive investment in 
expansion and improvement of the 
PPP infrastructure projects. This 
leads to the reluctance of governments 


to widely accept PPP models. More- 
over, private investors often experi- . 
ence financial trouble mainly because 
of the vague earning projections before 
implementing a project. This dampens 
their passion for investing in high risk 
projects in developing countries. As a 
result, investments in infrastructure 
projects are falling in almost all devel- 
oping regions barring the Middle East 
and North Africa. Greater private par- 
ties’ partaking is too challenging since 
investing in infrastructure projects in 
many parts of the world is not finan- 
cially feasible from a private sector 
perspective. Also, in most of the devel- 
oping as well as developed countries, 
governments have not been able to 
create structural and regulatory envi- 
ronment which is more favorable to 
private participation. 
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PPP can solve most of their infrastructure issues. Managing 


pened unrealistic expectations can quickly become counterpro- 
ductive. The third challenge is to limit PPP to projects which 


| 


d 


“ 


are better done through such a scheme and subsequently or- 
ganizing effective management of their implementation. The 
fourth challenge is to create and develop, as one moves with a 
PPP program, of competitive market supply side institutions 
(construction industry, consulting and engineering industry, 
banking and capital market, etc.) Finally, it is important to 
ensure that resulting projects and services are affordable to 
the government and the users who usually will have to pay for 
them. 

Thierry Déau: Though it might appear to be obvious, ‘part- 
nership’ is the key challenge for both parties. Indeed, achiev- 
ing a balanced contractual relationship between the parities 
is a key success factor for PPP. Such relationship implies that 
both parties understand it, know their expected outcomes, 
and accept to get involved for a duration exceeding typical 
business cycles. 

Governments’ challenges include the promotion of the 
PPP projects towards the public, a focus on the strategic out- 
come in terms of public services for each project delivered 
under a PPP scheme, and a clear understanding of the risk 
transfer achieved in the PPP contract. 

Private parties often find it difficult to invest in the devel- 


Public-Private Partnership Model 


Paul Noumba Um: From the US experience, the most im- 
portant lesson is to have in place an institutional and legal 
environment conducive to PPP development. But US as a 
country faces challenges in this area, as it does lack a unified 
national legal framework. 

The other important lesson is the dynamic and vibrant 
supply side market that supports the delivery of privately 
financed projects. It is, however, interesting to underscore 
that foreign-based banks, such as Macquarie Bank, play a 
leading role in most PPP deals in highways in the US. What 
that tells us is unclear. In countries such as UK, Australia 
and other European countries and countries in South East 
Asia, the successful implementation of PPP in social sectors 
emerges with useful lessons to build on, Overall, having a 
clear visionary approach and setting the policy right come as 
the most important feature to succeed. Vision and policy fol- 
lowed by leadership for implementation are not often in place 
in countries which have faced daunting challenges in this 
area. 

Most countries can initiate PPP programs, but they will 
need to be very selective in which area or projects they want 
PPP program to focus on. Achieving success may require time 
and consistent efforts in developing the institutional and 
policy framework, in building the capacity of its institutions 
including the market supply side ones, and in developing a 


opment of projects when the procurement process may lack 
transparency and efficiency, and when the commitment from 
the public sector to the PPP model is not obvious. 


What are the major lessons that can be drawn from the experience of 
some developed nations like the US where the PPP model has been 


implemented successfully? 


International experience 
Owing to the insufficient supply of basic 
infrastructure services on the one hand 
and to ensure the quality provision of 
the public services on the other, almost 
all developing countries have started 
accentuating the PPP models in infra- 
structure since 1990. PPPs have been 
accepted for extensive purposes in de- 
veloping as well as transitional coun- 
tries, in areas ranging from the creation 
of physical infrastructure to the provi- 
sion of health and social services, and 
even to public administration. 
However, to draw any valuable les- 
son one needs to look at developed coun- 
tries like the US where PPPs have been 


-~in vogue for a long period of time. PPPs 


are in wide use at all levels of govern- 
ment in the US, i.e., the federal, state 
and local governments, even though 
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sound pipeline for viable projects. 
Thierry Déau: Australia and UK have possibly provided the 
most recent extensive experience of PPP rather than US. Two 


key factors that explain the success: (i) a clear political sup- 


PPP projects. 


their level of approval varies across po- 
litical, geographical and functional 
boundaries. PPPs in the US have con- 
firmed the opportunity to realize bil- 
lions of dollars in savings. So is the case 
with UK, Australia and other developed 
nations. Private Finance Initiative 
(PFI) is another name of PPPs in Great 
Britain. However, among other PPP 
models, BOT approach is being em- 
ployed extensively for major projects 
like roads and power generation in de- 
veloped countries. In the European 
countries like Austria, Denmark, 
Spain, France, Italy and Portugal, BOT 
approach and toll systems are in exten- 
sive use for roads, tunnels and bridges. 
Many of the significant US BOT 
projects have been toll highways. 

The experience varies from one coun- 
try to another and hence there is a need 


port and strategy towards PPP, and (ii) a commitment to a 
clear and efficient procurement process to deliver programs of 


to make necessary adjustments in the 
model to make it work in a particular 
country. For instance, according to Nick 
Raynsford, a former British Minister, 
for the PPP model to succeed in infra- 
structure projects, adequate care 
should be taken by the government 
right at the negotiation stage. “The 
model will vary from one country to an- 
other depending on the local legal sys- 
tem and local conditions,” he said in an 
interview to the Business Line. He also 
emphasized on the need for having a 
proper plan on the part of the private 
developer. He cited the example ol 
Croydon tram link in London to point 
out how an otherwise good PPP project 
ran into difficulties because of the intro 
duction of integrated ticketing system 
which was not foreseen at the time o 
planning the project. This is interesting 
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given the hue and cry over the modern- 
ization project of the Indira Gandhi In- 
ternational Airport. The GMR-led 
DIAL | Delhi International Airport Lim- 
ited) has drawn flak from the general 
travelers and the government alike for 
the increased congestion at the airport 
and slow progress of the work. 





Name of the Project 


1. Four Laning of Jorhat-Demow Section from km 453 Roads & Highways — 


Projects Granted Approval in the 14" Meeting (April 30, 2008) of the PPPAC 


Meeting the challenges 

The challenges of PPP can be met with 
well-made and implemented contracts, 
according to many. At the initial stage 
of involving a private party in the infra- 
structure project, emphasis should be 
given to liability and transparency, 
contestability of solutions, perspicuity 


to 534.8 (part of Nagaon-Dirbugah section) of NH 37 Department of Road 


-in the State of Assam under SARDP-NE Phase A on 


BOT (Annuity) Basis. 


9. 4/6 Laning of Ghaziabad_Aligarh Section of NH 91 


under NHDP Phase Ill en BOT Basis. 


3. 4/6 Laning of Amritsar_Pathankot Section from KM 
8.082 to KM 108,502 of NH 15 under NHOP 


Phase III on BOT Basis. 


4, 4 Laning of Bhubaneswar Puri Section from KM 0 


to KM 59 of NH 203 under NHDP Phase III on 


BOT Basis. 


5. 6 Laning of Kishangarh-Ajmer_Beawar Section 
VAE from KM 364.125 to KM 58.245 of NH 8 on : 


BOT Basis. 


6. Four Laning of Trichy Karaikkudi Section of NH 210 


(KM 10.000 to KM 94.000) and Trichy Bypass 


(ch 109.558) to ch 135.390) in the State of 
Tamil Nadu under NHDP Phase IIl on BOT Basis. 


Four Laning of Karaikkudi-Ramanathapuram Section 
eo NH 210 (101 KMs) in the State of Tamil Nadu 





under NHDP Phase Ii! on BOT Basis. 


8. Four Laning of Baihata Chariali to Tejpur Section of 


NH 52 (KM 0.00 to KM 130.00) in the State of 


Assam under NHDP Phase Ill on BOT Basis. 


2. aning of Tirupati-Tiruthani-Chennai Section of 
-NH 205 from KM 274.800 to KM 341.600 in 


9. 4 Lani 





-Andhra Pradesh and KM 0 to 59.60 inTamil Nadu 


under NHDP Phase Ii! on BOT Basis. 


10. 4 laning of Kundapur to Suratkal Section (KM 284 
to 358) and Mangalore-Kerala Border Section 


(KM 375.300 to 376.700 and from KM 3.700 to 


17.200) of NH 17 under NHDP Phase Ill on 


BOT Basis. 
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12. mitts approval for city side development of 


Udaipur Airport through PPP 
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lization of Old Mint nikoen development 


: approval for city side development of 


Sector State 
Assam 
Transport and 
Highways 
Roads & Highways Uttar Pradesh 
Roads & Highways Punjab 
Roads & Highways Orissa 
Roads & Highways Rajasthan 
Highways Tamil Ndu 
Highways Tamil Nadu 
Highways Assam 
Highways AP & 
Tamil Nadu 
Highways Karnataka 
Tourism Infrastructure West- 
Bengal 
Civil Aviation Rajasthan 
Civil Aviation Punjab 


of roles and responsibilities, and opti- 
mal risk allocation. The government 
has to opt for proper monitoring of the 
performance of the private parties to 
make sure that quality standards are 
constantly maintained. The viability 
and economic gains of an infrastructure 
project would be reliant on a number of 
factors; those may be controllable or 
uncontrollable. However, it is vital to 
insinuate all these factors and defend 
the private parties against factors be- 
yond their control. Technical, financial, 
economic, and legal feasibility of a 
project should be well thought out by 
the governments while allowing the 
PPPS, 

The success of PPPs in India would - 
largely depend on transparency, sta- 
bility and sustainability of the PPP 
projects in infrastructure improve- 
ment. India can also do well to learn 
from the success stories of the PPP 
projects in developing countries. For 
example, the experiences of Brazil, Ko- 
rea and the Philippines accentuate 
that the achievement of PPP model in 
the road sector significantly depends 
on: one, the political will and commit- 
ment; two, a tough legislative frame- 
work facilitating PPP contracts; and 
three, precise support from the govern- 
ment to bridge the viability gap in es- 
sential projects that are commercially 
unviable. 

No doubt, the Government of India 
has taken several initiatives in this re- 
gard to encourage PPPs. But it has still 
a lot to do. Many experts opine that em- 
phasis should be given to the establish- 
ment of full-fledged PPP departments, 
replacing the irresolute PPP cells. All 
the same, both the private party and 
public authorities have to take counter- 
active measures on time if they realize 
shortfalls in the projects. The govern- 
ments at all levels have to think cre- 
atively as to how to deal with the infra- 
structure needs of the country by work- 
ing with suitable private sector service 
providers.s= 


— Amit Singh Sisodiya and Siba Prasad Pothal 
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Competition Amendment Act 





A Flawed Law? 


Last September, the Parliament. quietly and that too without m 
Act 2007 by altering the Competition Act of 2002. As 
mergers whose combined assets or turnover Surpass certain s 





uch debate, passed the Competition (Amendment) 
per the new law, itis mandatory to pre-notify all the upcoming 
pecified threshold limits. However, the India Inc. 


and the industry chambers are up in arms against this new act, and they fear that it could lead to increased 


interference by the bureaucracy in corporate affairs and unnecessary del 


Ministry of Company Affairs (MCA) contends that. 
heeds its own version of competition law like many of its Western counterparts. To get the right perspectives and 


to understand the finer aspects of the law, 7he Analystinvited a 


Mergers & Acquisitions (Tax), 


Batra, Senior Partner, Kaden Boriss Partners—to share their views. 


The Indian Parliament has recently passed the 
Competition (Amendment) Act, 2007. What 
are the pros and cons of this law? 

Amrish Shah: India has set ambitious 
growth goals in the last decade or so and 
has achieved them too. Size has become 
the theme recently. With the globaliza- 
tion of Indian economy, it is essential to 
dovetail regulations, keeping in mind 
similar legislations prevailing in other 
economies. 

It is the right time to introduce a 
governing body which keeps a watchful 
eye on market happenings, not with the 
intention of controlling, but with the in- 
tention of establishing rules and estab- 
lishing a competitive environment with 
relevant freedom of entry and exit. 

Competition Act is a step in the right 
direction. The positives of this Act are: 
> Itis an attempt to make a shift from 

curbing the ‘monopolies’ under the 

MRTP Act, to curb practices having 

“adverse effects on competition” 

and promote and sustain competi- 

tion; 

> Political will for establishing a good 
competition regime is visible: 

> Consumer advecacy and empower- 
ment are encouraged; 
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However, the Act has also given rise 
to a lot of debate and concerns from the 
industry in matters related to its cover- 
age and implementation, as discussed 
below: 

Notification triggers 

The Act provides for a ‘mandatory’ re- 
quirement to notify the CCI of any com- 
bination upon execution of “any agree- 
ment or other document for acquisi- 
tion”. 

It is not clear whether the execution 
of any non-definitive merger agreement 
(for example, a confidentiality agree- 
ment, or a letter of intent, or a memo- 
randum of understanding, ete.) would 
trigger these notification requirements. 

There are cost implications as well, 
because the notifying parties would 
need to pay filing fees of Rs 20 lakh, in 
addition to the impact in terms of loss 
of confidentiality. 


CCI scrutiny — Waiting period 

Once the CCI has been notified of any 
combination, the Act provides for a 
“210-day waiting period” for the CCI to 
review such transaction. This is much 
longer than most, if not all other juris- 
dictions worldwide. 


ays in M&A deals. On the other side, the 
given the widespread cartelization in many industries, India also 


few experts—Amrish Shah, Executive Director, 
PwC; Harish HV, Partner, National Management, Grant Thornton: and Hemant 


The draft Combination Regulations 
do provide that the commission shall 
give its prima facie opinion within 30 or 
60 days after receipt of a valid notice. 


Regulation of combination has led to 

multitude of problems. For instance: 

> Small companies of large 
groups: A small-sized company, 
which belongs to a group crossing 
the threshold, will have to go 
through the same lengthy and ex- 
pensive process of seeking approval 
from the CCI if it decides on an ac- 
quisition, even if the small company 
operates in an altogether different 
industry from that in which its 
group dominates. Innumerable 
group companies will come under 
the CCI lens as a result. 

> Increase in promoter holding: 
Transactions that constitute an in- 
crease in shareholding by a pro- 
moter of a listed public company (in- 
cluding intra-group combinations, 
mergers, demergers, reorganiza- 


tions and other similar transac--~ 


tions) is also covered. These trans- 
actions are exempted under the 
Sebi Takeover Code. 
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> Draft Combination Regulations: 

The draft Combination Regulations 

carve out 13 transactions not likely 

to have an appreciable adverse ef- 
fect on competition in India. For in- 
stance: 

e Any acquisition of less than 26% 
of a company’s share capital 
made solely as an investment or 
in the ordinary course of busi- 
ness; 

e Any acquisition where the 
acquirer already holds more 
than 50% prior to the acquisi- 
tion; 

e Any combination where mini- 
mum assets/turnover in India of 

g Rs 500 cr/Rs 1,500 cr respec- 
tively, does not include at least 
two parties each having a mini- 
mum of Rs 200 cr of assets or 

Rs 600 cr of turnover in India. 

Strangely, the regulations simply 

provide that these transactions are 
not likely to cause an appreciable 
adverse effect on competition in 

India. However, they do not exempt 

such transactions from the manda- 
tory notification requirements. 


Takeover Code 

Sebi Takeover Regulations require 
the acquirer to complete all proce- 
dures relating to the public offer in- 
cluding payment of consideration to 
the shareholders, within 90 days 
from the date of public announce- 
ment. If the acquisition attracts ap- 
proval requirements from CCI, the 
payments in the public offer will get 
delayed and will therefore entail 
payment of interest. 


Mergers and Amalgamations under 
Sections 391-394 of the Companies 
Act 
Merger/amalgamation process re- 
quires approval of the High Courts 
besides stock exchange, sharehold- 
ers’ and creditors’ and other regula- 
tory authorities’ approvals. This 


„— process on its own takes about 5-6 


months or more in some cases of 
listed companies. Introducing a new 
legislation requiring pre-merger ap- 
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proval, which may take 7-9 months, 

itself would be a huge deterrent to 

enter into any such transactions. 
Harish HV: Pros are that it brings in 
some discipline and evaluation of M&A 
and will try to prevent monopolies and 
gouging of consumers by consolidation 
or other practice. 

Cons are that 

the mechanics for 
the processes pro- 
posed are cumber- 
some and annoy- 
ing and create de- 
lays for normal 
transactions; and 
the skill base 
available to do the 
service with the 
commission is 
limited. 
Hemant Batra: 
One of the most 
significant 
changes proposed 
by the Amend- 
ment Act, is the in- 
troduction of a 
mandatory notifi- 
cation process for persons undertaking 
combinations above the threshold lim- 
its prescribed under the Act (Section 5). 
The Amendment Act also introduced a 
lengthy waiting period of 210 days, 
within which the CCI is required to pass 
its order with respect to the notice re- 
ceived, failing which, the proposed com- 
bination is deemed to be approved. In 
pursuance of the changes proposed by 
the Amendment Act with respect to 
combinations, the regulations have 
been drafted by CCI to provide for a 
framework for the regulation of combi- 
nations. 

The Act provides thresholds for vari- 
ous combinations, and includes foreign 
transactions with a domestic nexus. 
The Act also provides that no person or 
enterprise shall enter into a combina- 
tion, which causes or is likely to cause 
an appreciable adverse effect on compe- 
tition in India [Section 6(1)]. In an at- 
tempt to provide some guidance, the 
regulations seek to carve out 13 trans- 
actions from the purview of combina- 


Amrish Shah 
Executive Director 
Mergers & Acquisitions 
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Competition Amendment Act 


tions that are “likely to have an appre- 
ciable adverse effect on competition in 
India”. 

Strangely, the regulations simply 
provide that these transactions, 
amongst others, are not likely to cause 
an appreciable adverse effect on compe- 
tition in India. 
However, the regu- 
lations do not ex- 
empt such trans- 
actions from the 
mandatory notifi- 
cation require- 
ments under the 
Amendment Act. 
Consequently, 
parties that pro- 
pose to undertake 
any of these trans- 
actions (which ex- 
ceed prescribed 
thresholds) would 
nonetheless have 
to approach CCI 
for its approval, 
and sit out the 
waiting period, 
thereby rendering 
such exemption of transactions virtu- 
ally redundant. 


Filing Requirements 

The regulations prescribe certain forms 
through which CCl is to be notified prior 
to undertaking any combination. Addi- 
tionally, CCI also has the power to com- 
pel parties to publish the details of a 
proposed combination to enable any 
member of the public to raise objections 
to such a combination. 

This would allow competitors to 
keep track of significant M&A transac- 
tions that are underway, but may actu- 
ally end up jeopardizing the closing of 
such transactions. 

The fee for filing the prescribed 
forms with CCI has been set at Rs 20 
lakh ($50,000), which may increase to 
Rs 40 lakh ($100,000) in some cases. 
Given the high amount of filing fees, 
CCI should be made accountable for 
qualitative and prompt action. Instead 
the CCI has been given 210 days to ex- 
amine a proposed combination, during 
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which time several transactions may 
actually end up falling through. 


Other details 

Generally, under the MRTP Act, there 
are 14 restricted trade practices. 
Whereas under this Act, there are only 
four conditions that will be considered 
to be anti-competitive, which include 
agreements such as cartelization and 
sharing of territories, restricting pro- 
duction and supply, collusive bidding 
and bid-rigging and predatory pricing. 
In other words, the Act deals with the 
duo of anti-competitive practices and 
abuse of dominance by companies when 
they operate inde- 
pendently of mar- 
ket. It also will 
check abuse of 
mergers, as a lot of 
mergers are 
aimed at elimi- 
nating competi- 
tion. 

No civil court 
shall have juris- 
diction to enter- 
tain any suit or 
proceeding in re- 
spect of any mat- 
ter which the com- 
mission is empow- 
ered by or under 
this Act to deter- 
mine, and no in- 
junction shall be 
granted by any 
court or any authority in respect of any 
action taken or to be taken in pursuance 
of any power conferred by or under this 
Act. If the complainant company is not 
satisfied with the order passed by the 
commission, it can approach the Su- 
preme Court directly, thus saving on 
time and procedure. This is also be- 
cause the commission is vested with the 
powers equivalent to those of a High 
Court. 

The Act does not oppese monopoly 
but only the abuse of monopoly, and pro- 
hibits cartelization and sharing of terri- 
tories, restricting production and sup- 
ply, collusive bidding and bid-rigging 
and predatory pricing. 
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What could be its implications for India Inc.? 
Amrish Shah: The private sector needs 
a good overall investment climate to 
operate. If the investment climate is not 
competitive, the extra costs and risks to 
the business are inevitably passed on to 
the consumers. Therefore, a transpar- 
ent regulatory system and an effective 
competition policy framework are im- 
portant. As for this Act, though it is cor- 
rect on the sentiment, the key issue 
would be how it is implemented. 

The Act seems to cover a larger area 
of operation, though it is supported by 
comparatively limited resources. This 
could place severe strain on the 
commission’s 
ability to respond 
timely and effec- 
tively. 

Further, the 
210 to 270-day 
processing time 
frame could slow 
down or discour- 
age the pace of 
M&As. 

Harish HV: Slow- 
ing down the pace 
of M&As would 
reduce the ability 
consolidate. 
There are a num- 
ber of industries 
which have 100s, 
if not 1000s, of 
players, and hence 
there is a clear 
case for consolidation. Larger players 
will also benefit the government as they 
are more likely to pay all the taxes and 
duties compared to unorganized small 
players. This may come down. Also, the 
ability of Indian companies to continue 
with their global shopping spree for ac- 
quisitions will also have to incorporate 
the additional filing and waiting for ap- 
proval by the commission. 

Hemant Batra: In a nutshell, it may be 
said that the ambit of combinations 
that are brought within the mandatory 
notification process remains too vast. It 
is hoped that the regulations are 
brought into full force only after all am- 
biguities and concerns are addressed, 


and after ensuring that the various 

combinations are regulated in a man-/ 
ner that is not a hindrance to the eco- 

nomic growth of the country. 

Also, such restrictive provisions are 
likely to limit the continued growth of 
combinations. The threshold limits 
which trigger the notification require- 
ments continue to remain industry ag- 
nostic, and thereby do not correspond to 
the disparate needs of various sectors of 
the Indian economy. 

While the CCI has been conferred 
with the power to render any combina- 
tion void, if it believes that such a com- 
bination has an adverse effect on com- 
petition in India, the procedure to be fol- ı 


lowed in this respect and the ensuing 


consequences of undoing any merger or 
acquisition (including tax implications) 
remain areas of concern. 

The provisions as discussed under 
Answer to Question 1 may also have an 
adverse effect on the FDI regime, as it 
may become a bureaucratic deterrent 
for the new foreign investors. 


What is the international scenario with refer- 
ence to competition law? 
Amrish Shah: To compare antitrust 
laws prevalent globally, either the noti- 
fication is optional, as is the case in the 
UK and Australia, or the review period 
is short, where notification is manda- 
tory —for example, in the US the review 
period is 30 days. 
Harish HV: The US antitrust law 
and European Community Competi- 
tion law are among the two well- 
known regulations to curtail anti- 
competitive practices. Mexico, Brazil, 
South Africa, and Australia are some 
of the other countries that have insti- 
tutionalized certain levels of competi- 
tion policies. At this juncture, it may 
be relevant to discuss the US 
antitrust law which is considered quite 
mature and robust. Some of the con- 
stituents of US Antitrust practices are 
as follows: 

A. Clayton Act: 

a. Section 7 of the Clayton Act empow—~ 
ers the Federal Trade Commission 
to prohibit the acquisition of stock of 
one company by another if there is 
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likely to be some adverse effects on 
competition. 

3. Sherman Act: 

ut Section 1 — Prohibits contracts, 

combinations, or conspiracies in re- 
straint of commerce. 

». Section 2 — It is directed against ac- 
tual or attempted monopolization. 
It could also be used to prohibit 
mergers that might result in a 
‘dominant’ firm. 

. Hart-Scott-Rodino Antitrust Im- 

provements Act: 
Title I — It gives power to Depart- 
ment of Justice to issue civil investi- 
gative demand for investigations re- 
lated to antitrust laws. 

J. Title II — Prescribes ‘Pre-Merger No- 
tification’ where a 30-day waiting 
period is required after the informa- 
tion is submitted to Federal Trade 
Commission and Department of 
Justice. 

Hemant Batra: Antitrust Laws in 

the US: There are two basic antitrust 

laws in the US—the Sherman Act and 
the Clayton Act; both are enforceable 
either by the Antitrust Division of the 

Department of Justice, the Federal 

Trade Commission or private persons 

alleging economic injury caused by vio- 

lation of either of them. In addition, the 

Federal Trade Commission (FTC) Act 

and the Robinson-Patman Act may 

also be utilized by the Commission and 
private persons (only the Commis- 

sion—i.e., neither the Antitrust Divi- 

sion nor private persons—may enforce 

the FTC Act). Together, they spell out 
the conduct and activities prohibited in 
economic and market transactions. 


C2 


Per Se 

Per se offences are those for which there 
is no justification. As the Supreme 
Court has expressed it: 

“.. There are certain agreements or 
practices, which because of their perni- 
cious effect on competition and lack of 
any redeeming virtue are conclusively 
presumed to be unreasonable and 
therefore illegal without elaborate in- 
quiry as to the precise harm they have 
caused or the business excuse for their 
use.’” 
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The activities, which are most gen- 
erally found to be per se antitrust of- 
fences and are most likely to be crimi- 
nally prosecuted, include: 

1. Horizontal price fixing 

2. Vertical price fixing (sometimes re- 
ferred to as “resale price mainte- 
nance”) 

3. Bidrigging 

4. Market division (customer or terri- 
torial allocation) 

5. Boycotts (concerted refusals to 
deal), and 

6. Tying arrangements (“If you want X, 

you must also take Y”) 

All of the per se offences, as concerted 
activity in restraint of trade, are viola- 
tions of Section 1 of the Sherman Act. 


Rule of Reason 
Any antitrust-violative conduct which 
does not consist of a per se offence is 
judged by the rea- 
sonableness of the 
activity. Even 
when an otherwise 
unlawful action is 
found, if it is also 
determined that 
the action is ancil- 
lary to some lawful 
activity, and that 
its pro-competi- 
tive consequences 
outweigh its 
anticompetitive 
effects, the action 
may well be found 
to be a not unrea- 
sonable violation 
of the antitrust 
laws. In other 
words, the rule of 
reason involves a balancing test. 

Most rules of reason offences involve 
a single entity and do not usually vio- 
late Section 1 of the Sherman Act.’ 


Antitrust Laws in the European 
Union 

In 1957, six Western European coun- 
tries signed the Treaty of the European 
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Community (EC Treaty or Treaty of 
Rome), which over the last 50 years has 
grown into a European Union of nearly 
half a billion citizens. The European 
Community is the name for the eco- 
nomic and social pillar of EU law, under 
which competition law falls. Healthy 
competition is seen as an essential ele- 
ment in the creation of a common mar- 
ket free from restraints on trade. The 
first provision is Article 81 EC, which 
deals with cartels and restrictive verti- 
cal agreements. Prohibited are “all 
agreements between undertakings, deci- 
sions by associations of undertakings 
and concerted practices which may affect 
trade between Member States and 
which have as their object or effect the 
prevention, restriction or distortion of 
competition within the common mar- 
ket”. 

Unlike the US Antitrust, the EC law 
has never been 
used to punish the 
existence of domi- 
nant firms, but 
merely imposes a 
special responsi- 
bility to conduct 
oneself appropri- 
ately. The general 
test is whether a 
concentration (i.e., 
merger or acquisi- 
tion) with a com- 
munity dimension 
(i.e., affects a num- 
ber of EU Member 
States) might sig- 
nificantly impede 
effective competi- 
tion. Again, the 
similarity to the 
Clayton Act is substantial lessening of 
competition. 

In the EU, the Modernization Regu- 
lation 1/2003 means that the European 
Commission is no longer the only body 
capable of public enforcement of Euro- 
pean Community competition law. This 
was done in order to facilitate quicker 
resolution of competition-related in 





1 Northern Pacific Railroad Co. vs. United States, 356 US 1, 5 (1957). 
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Mergers and acquisitions are the exceptions, which are most apparent. But even those transactions are 


most concerned with the antitrust lawfulness and the competitiveness of the resulting entity. 
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quiries. In 2005, the Commission is- 
suec a Green Paper on damage actions 
for the breach of the EC antitrust rules, 
which suggested ways of making pri- 
vate damage claims against cartels 
easier. 


Will it bring back the MRTP regime? 
Amrish Shah: The economic landscape 
is undergoing significant changes in 
India. In the past, India was character- 
ized by significant government involve- 
ment marked by dominance of large 
state-owned enterprises. Only during 
the last decade, India started on the 
path of economic reforms based on mar- 
ket-criven economic policies. 

There is a significant contrast be- 
tween the repealed MRTP Act and the 


Competition Act. The intent of the 
Competition Act is not to prevent the 
existence of a monopoly across the 
board. There is realization that in cer- 
tain industries, the nature of their op- 
erations and economies of scale dictate 
the creation of a monopoly in order to be 
able to operate and remain viable and 
profitable. This is in significant con- 
trast to the philosophy which propelled 
the cperation and application of the 
MRTP Act. The word monopoly is no 
longer a taboo. 

The Act declares that a person and 
enterprise are prohibited from entering 
into a combination, which causes or is 
likely to cause an appreciable adverse 
effect on competition in India. 

What needs to be seen now is how 
the enactment of the law translates 
into an effective regime. 

Harish HV: Since it is structured differ- 
ently we hope this will not be the case. 
The MRTP cannot be described purely 
as draconian. It had its purpose and 
there was a clear case for the MRTP, 
given the economic environment at that 
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What needs to be seen now is how the enactment 
of the law translates into an effective regime. 


time, as the interests of the customers 
needed to be protected. 
Hemant Batra: The Competition Act, 
2002 diverges in many respects from 
the MRTP Act, 1969. Under the Com- 
petition Act, the Commission, besides 
being a quasi-judicial adjudicator, will 
also be a regulator of issues relating to 
competition matters and policy. A 
statutory responsibility has also been 
cast upon the Commission under the 
Act to eliminate anti-competitive prac- 
tices from India. In attempting to do so, 
the Act enables the Commission to 
carry out competition advocacy, create 
public awareness and impart training 
in ‘competition issues.’ 

The new law has substantive legal 
provisions, defining and dealing with 


i 


‘anti-competitive agreements’, ‘abuse of 
dominant position’ and ‘regulation of 
combinations’ by ‘persons/enterprise’. In 
a nutshell, the new law addresses the 
challenges of anti-competitive practices, 
abuse of dominance and combinations 
(M&As), which have appreciable ad- 
verse effect on competition within India, 
which may have been caused by any per- 
son or enterprise. The ambit of the Act 
encompasses every enterprise, other 
than those excepted, within its fold and 
enables the Commission to probe, inves- 
tigate, inquire, regulate and adjudicate 
any activity/matter of any person or en- 
terprise. 

‘Predatory price’, ‘cartel’, ‘relevant 
market’, ‘relevant product market’ have 
been specifically defined in the new Act, 
whereas these important definitions 
were not available in the earlier Act. 
The Legal Monopolies, viz., [PR protec- 
tions, have been exempted from being 
considered by the Competition Com- 
mission. Trade and Commerce arising 
out of export of goods and services have 
also been excluded from the ambit of 


the new Act with an intention to encour- , 
age export. DG’s power to cause suo, 
motu investigation and closing such in- 
vestigations has been withdrawn. 
There are two schools of thought as 
to whether the Competition Act is a 
new beginning or the beginning of the 
end. Some say that it is nothing but old 
wine in new bottle or mere new name of 
the MRTP Act. But, I do not subscribe 
to the pessimist school of thought. 
FEMA is a living example; it replaced 
the draconian FERA; and FEMA is a 
reasonable piece of legislation in the 
present set of circumstances. Like- 
wise, the Competition Act is a newer 
legislation which definitely undoes the , 


draconian barriers of MRTP Act and~ 


introduces a new approach to meet the 
changing needs of the free market 
economy by ensuring a level playing 
field for all, big or small. It has, for 
sure, introduced a new regime of busi- 
ness ethics and spirit. 


Any other comments? 

Amrish Shah: It is important for the 
laws to be realistic and capable of being 
implemented. Developing countries of- 
ten fall short in implementing such 
laws for several reasons such as the 
lack of appropriate institutions, lim- 
ited resources and qualified staff, over- 
lapping jurisdictions between competi- 
tion agencies and sectoral regulators, 
lack of appropriate research and statis- 
tical data, amongst many others. It 
needs to be seen how the CCI will 
handle such situations. 

Harish HV: Indian industry has real- 
ized in the recent past that operating in 
a competitive global environment re- 
quires up-scaling and up-skilling rap- 
idly. The means to achieve it is through 
M&As. A survey by Grant Thornton in- 
dicated that over 85% of the corporates 
view M&As as a core to the strategy. We 
therefore believe that while it is impor- 
tant to ensure competition and prevent 
monopolization, it is critical that in the 
process of doing so, growth is not 
impeded.s# ia 


— Interviewed by Y Bala Bharathi and Sanjoy De 
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AOL-Bebo 


A Giant Awakes 





AOL shells out $850 mn in cash to acquire Bebo, the world’s third largest 
social media network, in an effort to Solidify its presence in the promising 
web ad business and also regain its lost glory. 





OL (formerly America On Line) 

recently acquired Bebo, one of 

the world’s top social network- 
ing sites (which allow users to connect 
with friends, share photos, discover new 
interests, etc.), in an-all cash deal worth 
$850 mn. The US Internet giant which 
has literally struggled post its historic 
acquisition of Time Warner in 2000, 
hopes to reverse its sagging fortune 
with this acquisition as it will pitchfork 
AOL—which already has AIM (Instant 
Messaging Service) and ICQ (short for 
“I seek you”, an instant messaging ser- 
vice) in its kitty—into the top league in 
the fast growing social media network 
with approximately 80 million unique 
-users worldwide. Founded in 2005, in 
San Francisco, California, by British 
entrepreneur Michael Birch, Bebo has 
40 million users worldwide. Randy 
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Falco, CEO, AOL, said that it is “the 
perfect complement to AOL’s personal 
communications network and puts us 
in a leading position in social media.” 
The AOL-Bebo deal comes close on the 
heels of Microsoft’s acquisition of 
Facebook last year and New Corp’s pur- 
chase of MySpace in 2005, confirming 
the growing popularity and growth po- 
tential of social networking sites; Me- 
dia Baron Rupert Murdoch-owned 
News Corp, which paid $580 mn to buy 
MySpace, estimates that its invest- 
ment (in the site) is worth more than 
$15 bn now. 

The recent acquisitions in the social 
networking space have been associated 
with rosy projections about their future 
that perhaps explains their lofty valua- 
tions. For instance, research firm 
eMarketer expects worldwide social 


network ad spend to rise sharply to $4.1 
bn by 2011 from $480 mn in 2006. In 
2008 alone, the research firm forecasts 
the worldwide online social network ad 
spending to grow by 81% to $2.2 bn from 
$1.2 bn, a year ago. “If social network 
marketing delivers on the promise of 
peer recommendations, however, this 
flow of advertising dollars will become a 
flood,” comments the report. 

From Bebo’s standpoint, as the ex- 
pansion of social networks mainly de- 
pends on subscriber base, the tie-up 
with the Internet giant will help Bebo to 
expand its subscriber base and get an 
edge over the rivals. For AOL, the Bebo 
acquisition would help it strengthen its 
online advertising business. Hence, the 
deal provides AOL an opportunity to 
meld its online advertising network 
with its AIM instant messaging ser- 
vices. 


Securing a web future 

In recent times, AOL has moved asser- 
tively to strengthen its position in areas 
critical to its emergence as a leading ad- 
vertising-supported Web Media and 
marketing company, or more appropri- 
ately, what analysts say, an ad network. 
In November last year, it acquired Quigo 
which provides keyword advertising 
along with text, display and video ads. 
These ads can be bought by time or im- 
pression. In fact, the company has sealed 
a spate of acquisitions that can help 
AOL solidify its presence in online ad- 
vertising arena by offering a range of ser- 
vices so as to get an edge over its com- 
petitors. For instance, the acquisition of 
TACODA, which specializes in behav- 
ioral targeting solutions for advertisers 
and publishers, employing advanced 
technology that enables advertisers to 
serve highly relevant ads based on con- 
sumers’ online behaviors, will enable 
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“At the moment, the effort of both Bebo and AOL is focused on the English speaki 
community—but to be truly successful, especially in Europe, the localization aspe 





is crucial.” 


Do you think AOL along with Bebo will be able to 
establish its position in the fast growing social 
media network? 

Andrew Peters: Yes, the need to AOL to be 
more than just a US social media network 
triggered this takeover and will allow them a 
great opportunity to cultivate and grow their 
existing network. 

Bart Becks: Social media are taking a 
prominent position because they are im- 
mensely impacting the way the younger gen- 
eration (in the age group of 15 to 30) is deal- 
ing with communication, information and 
entertainment. Television is no longer the 
center of information or entertainment, how- 
ever, this generation has also turned away 
from portal sites and other digital media. 

Via the acquisition of Bebo, AOL is try- 
ing to get again a foothold in the social media 
space. The three dominant types of interac- 
tive media are search, video and social net- 
working—and we can say that AOL was not 
able to gain a major spot in the first two. 
Bebo has a strong position in the UK and 
Ireland, but most of all the principles of 
Bebo's social media should/could be applied 
to all of AOL's assets. That will be the real 
challenge. 

At the moment, the effort of both Bebo 
and AOL is focused on the English speaking 
community—but to be truly successful, es- 
pecially in Europe, the localization aspect is 
crucial. At the moment, Netlog (the leading pan-European 
social network) is available in 15 languages and over 20 coun- 
tries, and also Facebook is rolling out localized versions, and 
together with local country leaders— Facebook and Netlog— 
are taking a strong to beat position. 


What could be the extent of the impact of this acquisition on media 
companies and consumers, and also on rivals like MySpace and 
Facebook? 

Andrew Peters: AOL isa very strong player in the US and I 
understand its loyalty factor is also high among its members 
—this needs to be played out strategically in its acquisition of 
Bebo to sustain the community support. 

Bart Becks: Currently, there are five major cross-border so- 
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cial networking companies—the Amer 

originated MySpace, Facebook, Bebo anc 

corporate domain Linkedin—and the Eu 

pean-based Netlog. Those in the age grc 

of 15-30 are discovering and accessing n 

sic, video and information based on a 

stimulated by the social media compone 

and the traditional media are losing the gi 

on this generation. TV brands adherence 

being replaced by TV-series adherence, a 
passive viewing by multi-training. This h 
put enormous pressure on major media co! 
panies because the advertising money us 
ally follows the audience. The signs of chan; 
are now rapidly becoming obvious: whi 
online ad spend accounts for 16% of UKs t 
tal ad spend, in the Nordics and other cou: 
tries the share is around 15%. The decrea 
ing audience, with the decreasing advertisir 
spending, means that media conglomerati 
need to innovate—or they may face a radic: 
drop in numbers quickly. 


How do you view the impact on the market share ( 
the merged entity? 

Bart Becks: In the UK and Ireland, Beb 
has a strong position. AOL has been strug 
gling to have traction, and the initial mar 
ket shares will not be huge. However, apply 
ing the social media principles across AOL}: 
properties is both a huge opportunity and < 
challenge. 


What kind of challenges does the merged entity face? 

Bart Becks: 

» Making the inside of AOL believe that a merger or acqui- 
sition can have strong synergies and bring the entire com- 
pany up again. AOL’s previous effort with Time Warner 
has been a tough period—and AOL’s transition from ISP 
fee-based model to advertising is still ongoing. 

> Launching successful efforts in non-Anglo-Saxon coun- 
tries is a challenge for both AOL and Bebo. 

» Mixing and adhering the different management teams. 
behind a common strategy, and Joanna Shields—who is a 
good friend and colleague—is a good and suited person to 
lead this. 
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AOL to extend its targeting capabilities 
to advertisers and publishers and ex- 
tend the reach of its third-party display 
network, currently the largest in the US. 
AOL’s major acquisitions in 2007 in- 
clude Third Screen Media, a leading mo- 
bile advertising network and software 
provider, and AdTech AG, a leading in- 
ternational online ad-serving company 
based in Frankfurt, Germany. The US 
giant earlier acquired Lightningcast, a 
leader in delivering advertising solu- 
tions for on-demand, live and down- 
loaded video content across the Web, in 
2006, and Advertising.com, which oper- 
ates the largest third-party display net- 
work, in 2004. “AOL understands the 
shifting dynamics of the Web and has 
clearly demonstrated its commitment to 
leveraging the ever-increasing power of 
social networks and with one and the 
same vision in this area, it was a natural 
progression for Bebo to join AOL, and we 
look forward to working together to con- 
tinue to expand the online social experi- 
ence globally,” said Joanna Shields 
President of Bebo. “Social networking 
sites are seen as a valuable location for 
online advertising, because members 
post information about themselves and 
can then be targeted with products and 
services likely to appeal to them,” com- 
ments BBC. 

The Bebo deal is taking place at a 
crucial juncture when talks of a split up 
(of Time Warner) are gathering 
strength, in the backdrop of AOL’s 


Worldwide Online Social 


Network Advertising Spending 
(millions and % change) 


$1,225 (155%) 


$2,883(34%) 


Note: Includes general social network sites where social networking 

is the primary activity; social network offerings from portals such as 

Google, Yahoo! and MSN; niche social networks devoted to a specific 

hobby or interest and marketer-sponsored social networks; in all cases, 

figures include online advertising spending as well as site or 
development costs; figures exclude user-generated 


profile-page 
content sites with social networking features, eg. YouTube 


Source: www.eMarketer.com 
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Global Market Share of 
Media Companies 


AOL - Global 
Microsoft Live Search 2.09% | Ask - Global 


2.60% 


MSN - Global 
3.43% 


Yahoo - Global 
12.64% 


Google - Global 
76.51% 


Source: Global Thought 





slackening performance. “It comes as no 
great surprise to see another tradi- 
tional publisher buying in to the power 
of the social networking phenomenon,” 
Alex Burmaster, European Internet 
Analyst for Nielsen Online, said, in an 
interview. He added, “Bebo has an in- 
credibly strong brand identity, particu- 
larly with the teenage and young adult 
market, so it will be very interesting to 
see how AOL makes best use of their 
new youthful Trojan horse.” 

However, AOL faces stiff competi- 
tion, even as it prepares to grab market 
share and build a strong web presence, 
from rival social networking sites such 
as the No.1 MySpace, owned by News 
Corp., and No.2 Facebook, minority 
owned by Microsoft. Bebo—which 
stands for “blog early, blog often” — 
ranks No. 3 in the US, and is ranked the 
second most popular social network site 
in the UK and enjoys leadership posi- 
tion in Ireland and New Zealand. 


Potential synergies 

Bebo provides AOL with an opportunity 
to achieve its presence outside the US 
and thereby grow internationally. The 
merger is also game changing for AOL. 
According to BizReport, “It is a major 
step for AOL in seeking to transform its 
business model from a subscription— 
to an ad-funded operation.” The report 
adds, “The deal will bring Bebo’s 40 
million unique users together with the 


40 million users of AOL’s AIM and ICQ 
applications to create the second-larg- 
est social network ahead of Facebook 
and behind MySpace. The site allows 
users to create their own profile page, 
where they can add music, video, photos 
and blogs.” 

This acquisition particularly helps 
Bebo launch Platform A with 27 
milllion worldwide AIM instant mes- 
saging users, and helps in generating 
revenue for Bebo. AOL is a profitable 
business, generating revenues from 
Web advertising, while subscriber fees 
account for $5 bn a year. The major ben- 
efit for Bebo from this merger is that it 
is now able to offer instant messaging 
as a mode of communication for the 
young people and thereby achieve a bet- 
ter customer base. Platform A is an ad 
serving network mainly focused on 
building brands for the marketers 
which perform online. Clint Boulton at 
eWeek said that “The acquisition will 
effectively ‘double’ AOL’s reach by add- 
ing its 40 million members to its exist- 
ing 40 million users of instant messag- 
ing clients at AIM and ICQ. Plus, there’s 
the technology.” 

In fact, as analysts suggest, Bebo 
could be what AOL needs to make its 
sluggish platform vibrant—an ad plat- 
form, which has not paid the dividends 
the company officials expected since 
they launched it last year, he added. 
This acquisition is favorable for both 
the companies to accelerate growth. As 
Bebo is growing fast in markets like 
UK, Ireland, New Zealand and getting 
profits from strong user engagement in 
those countries, it can act as a perfect 
launching pad for AOL to further con- 
solidate its position in the promising 
social networking arena and more im- 
portantly Web ad business. AOL is bet- 
ting Bebo will help it turnaround its for- 
tune and regain the popularity it en- 
joyed during the heydays of the Internet 
in the 1990s and early 2000s. “Bebo is 
the perfect complement to AOL’s per- 
sonal-communications network and 
puts us in a leading position in social 
media,” said AOL’s CEO Randy Falco. 
He added that AOL was attracted to 
Bebo’s success and its potential for fur- 
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ther growth, its vision of a truly social 
web, and the monetization opportuni- 
ties that leverage Platform-A across 
their combined global audience. 


Challenges abound 

However, the acquisition is not with- 
cut its share of challenges. Though the 
merger provides opportunities to both 
the companies, it still faces several 
challenges. Harry Wang, an analyst 
with Parks Associates said, “Bebo is ‘a 
good strategic fit’ for AOL, but like 
Facebook and MySpace, still faces a 
ehallenge in optimizing its business 
into a vehicle for advertising, and 
struggling to find ‘the right balance’ to 
engage members with advertising 
without alienating them”. Market 
analysts say that a major problem 
with this merger is that, if Microsoft 
makes a favorable bid for Yahoo it will 
be tricky for Bebo—as Yahoo runs the 
advertising display for Bebo. Also, the 
fact that Microsoft heavily backs up 
Facebook will not help AOL’s cause 
much. In other words, this will hurt 
Bebo as it is akin to indirectly support- 
ing Bebo’s competitor Facebook. Fur- 
ther, the market seems to be pretty 
competitive due to the advertising dis- 
plays. “The problem with social net- 
work sizes, in general, and Bebo, in 
particular, is demonstrating that they 
can generate money from all those us- 
ers. One big factor is the maturity of 
their advertising,” said Jeff Lindsay, 


Analyst at Sanford Berstein. The 
trouble with today’s cyber social net- 
works is that they are closed to the 
world outside the web. The social net- 
works have now decided to allow inde- 
pendent programmers and encourage 
them to develop new software for them. 
Hence, the network’s impressive valu- 
ations count on maximum number of 
page views. Mike Masnick, the founder 
of the influential tech industry analy- 
sis firm, Techdirt, said that buying 


Social networks have developed at a phenomenal 
rate over the years and it is expected that AOL’s 
acquisition of Bebo will yield positive results. 


Bebo doesn’t solve the tragedy for 
AOL’s problems and it’s too little too 
late. “AOL is a property in decline that 
has failed to leverage its best assets,” 
he said, claiming that the purchase was 
“opportunistic rather than strategic”. 


Regaining the lost glory 

According to Bebo executives, due to 
this merger the revenues are expected 
to be $50 mn in 2008, $117 mn in 2009, 
and $193 mn in 2010. However, social 
networks have developed at a phenom- 
enal rate over the years and it is ex- 
pected that the acquisition will yield 
positive results in the market due to the 
success of Bebo in social networking. 


Visitation to Selected Social Networking Sites by Worldwide Region June 2007 
Total Woridwide Home/Work Locations Among Internet Users Age 15+ 


Social fe WBS 
Networking | Worldwide 
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David Weiden, General Partner, Khosla 
Ventures, said that Bebo is a smart, 
move for AOL, which has been strug/ 
gling ever since Time Warner acquired 
it. The Web is a fast-changing medium 
and companies like Bebo, Facebook and 
MySpace are important parts of the 
Web, and AOL had not developed some- 
thing internally that was as good as 
Bebo. However, experts say that the fi- 
nancial analysis for Web companies is 
often based on lots of ‘what-ifs’ and long- 





term projections. All the rigor and analy- 
sis are based on a lot of assumptions 
that are somewhat hard to predict. This 
has led to a lot of judgments and qualita- 
tive opinions on how the future and user 
behavior will unfold. 

However, a section of analysts view 
that AOL is too late for the social net- 
work party. “All of the IM and e-mail 
vendors are late to the social-network- 
ing party and have to do something sig- 
nificant to try and capture the attention 
of millions of social networkers who 
have made this concept a major part of 
their digital lifestyles,” said Tim 
Bajarin, Principal Analyst at Creative 
Strategies, in an interview to 
newsfactor.com. However, he expressed 
the hope that, “The Bebo acquisition al- 
lows AOL to jumpstart their emphasis 
in this area and should, at the very 
least, give them a built-in user base to 
try and expand their AOL presence. So- 
cial networking is such an important 
segment of the market that I believe 
this strategic move by AOL will have a 
positive impact on them and Bebo.” 
However, the billion dollar question, as 
Richard Koman of newsfactor.com puts 
it succinctly is: “Can AOL return from 
near-oblivion by entering the hot social- 
networking arena?”s= -e 


- Amit Singh Sisodiya and Imrana Moghul 
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Bear Stearns’ Collapse 


The Crisis of Confidence 


The dramatic fall of the world’s fifth largest investment bank, Bear Stearns, 


underscores that the crisis of confidence among counterparties can topple 
even the savviest of financial institutions. 





t is quite obvious from the Bear 
Stearns’ (Bear) episode that no one 
is immune to the subprime shock 
which has ravaged the global stock mar- 
kets in recent times. The red alarm for 
Bear was rung just a few days before the 
catastrophe with rumors spreading like 
wildfire about the liquidity problems that 
Bear was facing which ultimately led to 
the demise of the much-vaunted invest- 
ment bank. Bear Stearns’ CEO Alan 
Schwartz made a last-ditch effort to win- 
back investors’ confidence but in absolute 
vain. As the cliché goes, in a business 
based on confidence, when the confidence 
evaporates, so does the business. This has 
once again been testified in Bear's case. 
With dissipating investors’ confi- 
dence. other firms also refused to lend 
money or trade with it. Finally, when the 
=-mail of the highly-respected investment 
bank Goldman Sachs to Bear’s hedge 
find clients was leaked out, which con- 
firmed that it would no longer step in for 
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them on Bear derivatives deals, flood- 
gates were opened and clients began pull- 
ing out their funds. Unable to withstand 
the setback Bear sent an SOS to the Fed 
for emergency funding. And, Fed in asso- 
ciation with another investment bank JP 
Morgan devised a rescue plan to prevent 
an outright collapse of Bear as well as the 
entire financial system, which is directly 
or indirectly linked to Bear. 


The rise and fall 

Established in 1923, Bear is one of the 
leading financial services firms that has 
matured in myriad businesses, such as 
institutional equities, fixed income, in- 
vestment banking, global clearing ser- 
vices, asset management and private cli- 
ent services. The storied bank had suc- 
cessfully battled numerous downturns 
and even the Great Depression of the 
1930s. And during 1985-2001, it 
achieved remarkable status under the 
Chairmanship of legendary Alan Ace 





Greenburg. Even in recent times, Bear 
was listed as the ‘most admired’ securi- 
ties firm for the period 2005-2007, by a 
survey conducted by the prestigious 
Forbes magazine. And as on November 
2007, the company boasted of absorbing 
around 14,000 people and was generat- 
ing a net income of $233 mn. 

But the happy days of Bear did not 
last forever as it became the nastiest 
victim of the subprime shock and was—# 
eventually reduced to rubble in no time. 
In fact, Bear’s financial crisis began in 
July last year, when two of its hedge 
funds nearly collapsed from big posi- 
tions in securities tied to subprime 
mortgages. The firm has seen its pri- 
mary work in underwriting and trading 
mortgage-backed securities dry up. And 
the downfall of the hedge funds had led 
to myriad lawsuits from investors and 
investigations by the Securities and Ex- 
change Commission (SEC) and federal 
prosecutors. No matter what comes of 
the investigations, the hedge fund fiasco 
did not do any good to Bear’s reputation. 
Late last year, James Cayne, Bear's 
Chairman, stepped down as the CEO 
because of criticism of his slow response, 
which, some say, is responsible for its 
first quarterly loss in its history. What- 
soever, the investment house had to bail 
out the hedge funds and take possession 
of many of their instruments. 

However, the situation aggravated 
in March this year as the liquidity situa- 
tion of Bear had worsened. In a confer- 
ence call, Schwartz said that “nervous- 
ness in the market” had prompted cli- 
ents and lenders to “get cash out” of the 
firm. He further added that “A lot of 
people wanted to act from the possibility 
of the rumors being true.” And rumors 
about a funding crisis at Bear had 
spread wildly on Wall Street — battering- 
the stock in the process. At that time, the 
stock of Bear was trading at around $30; 
and it had lost more than 50% of its 


| Chartered Financial Analyst | 


Bear Stearns’ Collapse 


ee eee 





“The comparison with UK’s Northern Rock is useful: no other UK institution had to be bailed out.” 


How do you see the acquisition of Bear Stearns by 
JP Morgan? 

I think JP Morgan has picked up a bargain, 
and the Fed’s support is also a small price 
to pay to prevent the wider fall-out from 
the failure of the major Wall Street institu- 
tion. The response of the US authorities has 
also been much quicker than that of the UK 
authorities to the problems at Northern Rock. 


| What has led to such a dramatic deterioration in the 
Financial health of Bear? 

A loss of confidence among Bear Stearns’ 
counterparties because of Bear’s relatively 
heavy exposure to subprime securities. 





Julian Jessop 
Chief International Economist 
Capital Economics Ltd. 
London, UK 


see the amended merger agreement terms? 
Still cheap! 


What are the expected synergies from this 
deal? 

Most importantly, Bear Stearns stays in 
business, and JP Morgan picks up a broker- 
age and wealth management business at 
rock bottom prices. 


Which other investment banks are likely to be af- 
tected by the subprime contagion? 

No big names are likely to go the way of Bear 
Stearns. The Fed has shown it is willing to 
pull out all the stops to protect the financial 
system. The comparison with UK’s North- 
ern Rock is again useful: no other UK insti- 


JP Morgan Chase substantially revised its offer for 
Bear Stearns from a meager $2 per share to $10 a share. How do you | tution had to be bailed out. 


value in one week. But ironically, it was 
only a year ago that shares of Bear were 
trading at around $150—just a few dol- 
lars below its all-time high. Analysts ex- 
plain that Bear’s business model was 
broken in the wake of the mortgage melt- 
down. It failed to get new loans as banks 
were not willing to lend money to it and 
the worried investors also rushed in to 
_ withdraw their money. This added im- 
mense pressure to the bank which was 
prepared to sell but was not getting buy- 
ers. And, consequently, it was caught in a 
vicious circle and the share price of Bear, 
which had even peaked to $165 a share, 
eventually plunged to a mere $2, a loss of 
98% in stock value. Subsequently, it re- 
sorted to Fed to get it out of the crisis. 


Rescue plan 

Sensing that it would be highly perilous 
to other Wall Street firms if Bear 
Stearns was allowed to go under, as Bear 
is closely interlinked with them both as 
borrower and lender, Fed came out with 
a rescue package for Bear. Fed contacted 
Connecticut-based JP Morgan because 
it was better positioned to help Bear 
come out of the crisis than other biggies 
such as Citigroup, Bank of America and 
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UBS, all of which have been dealing with 
their own subprime-related woes. And 
JP Morgan, which has multiple business 
relationships with Bear was also willing 
to do so. JP Morgan’s CEO, James 
Dimon, regarded as one of the shrewdest 
deal makers, immediately stepped in to 
buy Bear Stearns at a bargain price of $2 
a share. But Dimon ran into serious 
problems when Bear Stearns sharehold- 
ers and employees vehemently opposed 
the deal. Some employees who had sunk 
their life savings into Bear’s stock were 
distinctly dejected as their savings 
looked pitifully valueless. Even JP Mor- 
gan faced the prospect of losing Bear 
Stearns most valued employees. But, 
subsequently, Dimon had admitted that 
he misjudged how Bear Stearns’ share- 
holders and trading partners would re- 
act to the original deal and quintupled 
the bid to about $10 a share. The new bid 
of $1.2 bn is close to sealing the acquisi- 
tion because it gives JP Morgan a 39.5% 
stake in Bear Stearns right away, before 
the transaction is complete. 


Role of Fed 
It is also undeniable that Bear Stearns 
was most exposed to risky bets on its 


loans and so it was hit badly and was the 
first major bank to be undone by that 
market’s collapse. Now it is argued by 
many analysts that the rescue package 
arranged by Fed may make other banks 
complacent, forcing them to think that in 
the worst-case scenario, the Fed is al- 
ways there with a revival package. And it 
may lead to more imprudent use of eso- 
teric financial instruments. But the fact 
is that “We don’t know whether this will 
change the way the Fed acts forever, or if 
this is a one-off occurrence,” opined Alan 
Blinder, a Princeton University Econo- 
mist and former Fed Vice-Chairman. He 
added that, “I’m sure the Fed would not 
and could not guarantee that there won't 
be a similar episode down the road.” But, 
it is also true that a complete collapse of 
Bear Stearns might have crushed the al- 
ready-waning confidence in the global fi- 
nancial system, which has frozen up af- 
ter last year’s troubles in the subprime 
mortgage market. So given these circum- 
stances, Fed’s role is indeed commend- 
able despite the fact that even the re- 
vised package is low for Bear.= 


— Y Bala Bharathi, Sanjoy De and G P Mrudhula 
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M MERGERS & ACQUISITIONS 


Delta-Northwest 


The High-Flying Marriage 





The recent merger proposal between Delta Air Lines and Northwest Airlines 
would create the world’s biggest airline and could unleash a wave of 
consolidation in the ailing US airline industry. 





nding months of speculation 

that something was in the air, 

Delta Air Lines Inc., the third 
largest US airline, has agreed to buy 
compatriot and fifth largest carrier 
Northwest Airlines Corp. in an all-stock 
deal of $3.6 bn. This will create world’s 
largest carrier by traffic, by dethroning 
AMR Corporation’s wholly-owned sub- 
sidiary, American Airlines, from the top 
slot. And the combined airline will savor 
more than $35 bn annual revenue, a fleet 
of around 800 planes and a workforce of 
75.000 people. However, just prior to the 
announcement of the deal, a standoff 
with the pilots of both the carriers in 
finding common ground on how to rank 
members by seniority threatened to 
scuttle the deal. But ultimately, the two 
boards have decided to go ahead with the 
integration of their operations despite 
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the opposition from the peeved North- 
west pilots who have received raw treat- 
ment under the new agreement. After a 
careful study, the two boards have ar- 
rived at a conclusion that a merger is 
their best chance to survive during the 
turbulent times of the airline industry, 
which has been crippled by rising fuel 
costs, impending recession and increas- 
ing dissatisfaction among travelers. 
Moreover, both Delta and Northwest 
have received immunity from Chapter 
11 bankruptcy last year. So it makes 
real business sense for both the carriers 
to go for merger. However, still there re- 
main a few hurdles to cross, with clear- 
ance from federal antitrust regulators 
being the major one. But the experts be- 
lieve that in all probability the deal will 
get approval from the antitrust bodies. 
And the current deal is most likely to 


trigger a wave of consolidation in the ail- 
ing US airline industry. 


Inside the deal 


It is expected that the agreement with a 
combined enterprise value of $17.7 bn 
would provide employees with more job 
security, an equity stake in the merged , 
entity, and solid base for future growth ~ 
in the face of significant economic pres- 
sures arising out from rising fuel costs 
and intense competition. In the proposed 
stock swap arrangement, investors will 
receive 1.25 shares of Delta for each 
Northwest share they own. And, the deal 
values Northwest at about $3.6 bn, a 
17% premium at the time of deal an- 
nouncement. Non-pilot employees at 
both carriers will enjoy 4% share of the 
equity. While Delta pilots would get a 
3.5% equity stake and a board seat un- 
der the new contract, Northwest’s pilots 
seem to be disgruntled and said they 
would ‘aggressively oppose’ the tie-up. 

The combined company will retain 
the name Delta and keep its headquar- 
ters in Delta’s hometown of Atlanta. 
Delta CEO Richard Anderson will keep 
his title with the new carrier, as will Ed 
Bastian, Delta’s President and Chief Fi- 
nancial Officer. The 13-member board 
will comprise of seven Delta directors and 
six directors from Northwest. 
Northwest’s Chief Executive, Doug 
Steenland, will adorn a board Seat, as 
will a representative from the pilots’ 
union. Delta and Northwest have also 
vowed to maintain both carriers’ existing 
hubs. 


Inescapable merger 

Mounting economic pressures from 
record fuel prices and intensified compe=-* 
tition, particularly from discount carri- 
ers and foreign airlines based in Europe, 
the Middle East and Asia have funda- 
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Delta-Northwest 
eee eee 


3 INTERVIEW 


“The two carriers will have to integrate work groups from two massive airlines. This 


may take 5-10 years to accomplish.” 


Delta Air Lines and Northwest Airlines have 
recently agreed to merge in a $3.1 bn deal. How do 
you see the deal? 
Michael Miller: This merger makes sense. 
The route networks are complimentary and 
the two airlines have just received trans-At- 
lantic antitrust immunity, which I believe 
was the key for the merger to be announced. 
| William S Swelbar: I see the deal as the real 
ginning of the second phase of the restruc- 
turing of the US airline industry. The first 
phase began with the bankruptcy filings in 
2002 and concluded with the emergence from 
bankruptcy of Delta and Northwest in early 
2007. The industry (largely the legacy carri- 
ers) shed nearly $20 bn of cost during this 
period with nearly 60% of that being reduc- 
tions in employees, rates of pay and benefit reductions. But the 
necessary cost reductions were designed to address a revenue 
environment that was increasingly influenced by the low-cost 
carrier sector of the industry that had grown to nearly 30% of 
industry capacity. This created more competition with an in- 
dustry that was producing $30 bn less in revenue as the rela- 
tionship of revenue to GDP fundamentally shifted beginning in 
early 2001. The restructuring cuts not made with the idea that 
oil would increase from $45 per barrel to $117 per barrel 
today. And it is the cost of oil today that is the catalyst, under- 
. scoring that the restructuring work to make the industry 
sustainably profitable is far from done. 


What are the parameters considered at arriving at the deal? 

Michael Miller: The single biggest hurdle the airlines have 
is the US government’s approval. The US has not looked 
kindly on mergers, but there are no grounds (other than politi- 
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cal) to disallow this merger. Once that 
hurdle is crossed, the two carriers will have 
to integrate work groups from two massive 
airlines. This may take 5-10 years to accom- 
plish. 

William S Swelbar: I see these as the cata- 
lysts to consolidation: high oil; a softening 
economy both domestically and globally; in- 
creased global competition; and tightening 
credit conditions to name a few. The US do- 
mestic market, where all US carriers have 
the strong majority of their capacity de- 
ployed, remains a highly fragmented and 
hypercompetitive market. Therefore, it is a 
most difficult space to realize higher fares 
absent the push from higher fuel. Today, 
fares are on the increase domestically but 
not near enough to offset the cost of higher commodity 
prices. Therefore, the industry is exploring two different 
paths: 1) consolidation of industry capacity through merger 
and acquisition activity; 2) consolidation through liquidation 
of airlines; and 3) consolidation of industry capacity by re- 
moving uneconomic capacity. Both strategies are being em- 
ployed simultaneously and can be expected. 


What are the expected synergies of this deal? 

Michael Miller: Delta and Northwest can become more com- 
petitive internationally with this merger. Neither is in a 
hurry to gain US domestic domination, since there is still 
plenty of US competition. Delta gains an instant foothold in 
Asia with Northwest’s vast network (Delta’s is tiny), and 
Northwest gains an instant presence in Latin America, where 
it is virtually non-existent. Across hundreds of smaller mar- 
kets, the two will merge airport holdings and administrative 


mentally changed the airline landscape 
in recent years. Fuel has emerged as the 
single most important factor determin- 
ing the fate of the industry. Escalating 
fuel prices are now eroding the bottom 
lines of the airlines and putting them at 
long-term risk. In 2008 alone, the sky- 
rocketing fuel prices have created havoc 
“in the industry. At the beginning of 2007, 
oil prices were approximately $55 a bar- 
rel. Now, oil prices have more than 
doubled, and more than 40% of every dol- 
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lar of passenger revenue now goes to- 
ward fuel expense. This challenging envi- 
ronment has resulted in declining prof- 
its, rapid restructurings, job-cuts of 
more than 150,000 people and financial 
losses of over $29 bn among US network 
carriers since 2001. Four small US air- 
lines—Frontier Airlines Holdings Inc., 
Skybus Airlines Inc., Aloha Airgroup Inc. 
and ATA Airlines Inc.—had filed for 
bankruptcy just a month ahead of this 
deal. And according to Merrill Lynch es- 


timate, the eight largest US carriers 
may post a combined first quarter loss of 
$1.4 bn, and the industry appears to be 
heading into a steep recession. Given 
this gloomy background, the Delta- 
Northwest merger seems to be a smart 
move and it provides an option to build a 
more resilient business model that could 
better withstand market vagaries than 
either airline can on a stand-alone basis. 

And this merger has occurred nearly 
three decades after the domestic airline 
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staff. This will have more benefits on the airport side, where, 
for example, if both airlines have three gates each in a city, 
they can consolidate it to six in all. 

William S Swelbar: Delta and Northwest, while announcing 
some capacity cuts prior to the announcement of the deal, are 
betting that the linking of two end-to-end networks is the way 
te drive increased revenues without increasing flying 
expense. This is possible through a larger network providing 
for an increased number of new city pairs to 
sell. On the cost side, the combined carriers 
see that the ability to best match aircraft size 
to city pair markets will provide a cost sav- 
ings going forward. As to other benefits, the 
North Atlantic alliance with Air France, 
KLM, Alitalia and CSA will remain and 
can only become more robust. Obviously, 
Northwest's delivery position for new tran- 
soceanic equipment is a benefit. But most 
of all this is a step, among many, to con- 
tinue to work toward finding a more stable 
platform for employees, communities and 
stockholders that stand-alone plans can- 
not begin to guarantee. Is there 
risk? Yes. But there is arguably more risk 
with a stand-alone plan. 


What could be the challenges to this merged entity? 

Michael Miller: The US government’s approval. 

William S Swelbar: The obvious challenges are the age-old 
challenges that present themselves when the US airline in- 
dustry looks to consolidate: the regulators and organized 
labor. Change is difficult but an industry that took $20 bn of 
cost out of their combined operations and produced only two 
years of industry profitability underscores that the current 
industry structure is far from healthy. In addition, the Con- 
gress is sure to raise consumer issues. But concerns that con- 
solidation will raise prices are muted by the industry’s fuel 
bill increasing by nearly $20 bn in 2008 versus 2007. Fares 
have to go up, otherwise we will have a bankrupt industry 
rather than a few bankrupt carriers. And the US market un- 
der deregulation has proven time and again that if one carrier 
tries to gouge consumers in certain markets, there will be a 
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lower cost provider ready and willing to exploit that market 
opportunity. 

J 
How do you see the future of US airlines industry? 
Michael Miller: There should be consolidation among some 
airlines, since there is more domestic competition in the US 
than in any other country in the world. There are more than 10 
airline choices when flying from the East Coast to the West 
Coast, in virtually every market: New York- 
Los Angeles, Boston-San Francisco, Wash- 
ington-Los Angeles, ete. But when each air- 
line has 300-500 aircraft, a combined mega- 
airline can be scary to passengers and legis- 
lators. 
William S Swelbar: Honestly, I am 
concerned. Our market remains the most 
regulated deregulated market in the world— 
or so it seems to me. And some of that regula= 
tion stems from parochial interests in Capi- 
tol Hill that somehow believe that if there is 
a runway, a terminal building and security 
that the airport is somehow entitled to air 
service—not whether the economics make 
sense. Consolidation along the lines of Delta 
and Northwest and others that might follow 
is but one step along the way. Globalization 
is an economic force that cannot be ignored. Recognition that 
the airline industry is a global industry would be a good start 
for the US policy makers. It should be recognized that US 
airlines need to be freed from the shackles that largely tie 
them to the US market. Unless labor and policy makers move 
their mindset away from believing that the US airline indus- 
try can support jobs and remain US-centric, we will continue 
to experience the boom and bust cycles that have been the rule 
for the industry over the last 30 years. And that has not 
proven to benefit anyone. 


Any other comments? 

William S Swelbar: Unless something changes along the 
way that paves the path for a more globally focused US indus- 
try, I am afraid that we will see another icon like Pan Am or 
TWA disappear from the US landscape. 


industry was deregulated. But deregula- 
tion did not result in a flood of new and 
innovative airlines replacing the old 
guard, as some had envisioned. Instead, 
the industry, since the deregulation of 
1978, had been dominated by familiar 
names. Delta and Northwest were 
among them. But because of bankrupt- 
cies, strikes and a broad decline in ser- 
vice, the old-line carriers have somewhat 
lost their luster. And the merger, the 
largest ever among domestic carriers, is 
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the latest effort by the airlines to protect 
their businesses from low-cost rivals 
such as Southwest, JetBlue and 
AirTran. Moreover, it is also viewed by 
some analysts that the single most im- 
portant reason for Delta to opt for this 
merger is Northwest’s strong Asia 
routes, where the future growth lies. At a 
time, when the number of air passengers 
worldwide is growing at roughly 5% an- 
nually, in Asia the growth has been 
around 6% and is poised to outpace the 


world average in the next 10 or 20 years. 
And, interestingly, Northwest, the fifth- 
largest carrier in the US enjoys the most 
extensive route network in Asia among 
all the US carriers and so it is better 
placed to tap the Asian growth. North- 
west Airlines, currently operates 220 
weekly flights from Asian cities includ- 
ing Bangkok, Manila and Singapore 
Barring Northwest, only Chicago-based 
United Airlines has the rights to fly from 
Narita International Airport in Tokyo to 
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Delta-Northwest 





ther cities in Asia. Further, the Minne- 
polis-based Northwest Airlines also 
wns the much-sought-after rights to fly 
aily to three important Chinese cit- 
»3— Beijing, Shanghai and Guangzhou. 
Mn the other hand, Delta, offers only 18 
eekly flights to three Asian destina- 
ions— Tokyo, Shanghai and Incheon. So, 
ealthy prospects in the Asia-Pacific re- 
ion, coupled with complementary Asian 
etworks of the two carriers, have 
vorked in favor of the deal. 

And finally, in the US, older ‘legacy 
irlines, including Delta and Northwest 
ave lost domestic market share to dis- 
ount carriers, and have been compelled 
o cut prices to woo customers. And as 
wrofitability has declined, these air- 
ines have shrunk their domestic routes 
nd concentrated on expanding interna- 
ionally. International routes tend to be 
nore profitable because passengers are 
villing to pay premium for long-haul 
yusiness-class and first-class seating. 
\nd this combined entity will provide 
onvenient connections between more 
lestinations in the US and around the 
vorld than any other airline. In fact, ac- 
‘ess to 840 destinations spanning 
icross 162 countries would definitely 
lace the combined airline in an envious 
osition. 


3ulked up 
The marriage of Delta and Northwest is 
yased on addition, not subtraction, and 


it will open a plethora of opportunities 
for customers, employees and commu- 
nities. This merger will combine the 
compatible strengths, networks and 
workforces of two complementary air- 
lines to create a global US flagship car- 
rier and stronger competitor globally. 
The combined airline will become more 
profitable by expanding its global reach 
and better utilizing its mainline fleet. 
Both the carriers have admitted that 
the deal’s best advantage lies in the 
combined company’s ability to generate 
additional revenue and redeploy its 
fleet to pair the right-sized aircraft with 
the right route and thereby maximizing 
profitability. “The merger with North- 
west will create an airline with the size, 
scale, and global presence to weather 
economic downturns and compete long- 
term in the global marketplace,” com- 
ments Anderson. “The new carrier...will 
be better able to overcome the 
industry’s boom-and-bust cycles,” 
Steenland commented in a joint airline 
statement. He further added that, “The 
airline will also be better able to match 
the right planes with the right routes, 
making transportation more efficient 
across our entire network.” 

And since the combination brings 
together two geographically distinct 
route networks with very little overlap, 
this merger will be pro-competitive, and 
discount carriers and other network air- 
lines will remain strong and growing 
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competitors. According to an estimate 
by Ray Neidl, an Analyst at Calyon Se- 
curities in New York, a combined Delta- 
Northwest will control around one- 
fourth of the US air-travel market. 
Delta boasts of strongest routes in east- 
ern US, Latin America and Europe. 
Whereas, Northwest would comple- 
ment that with its route network in 
Midwest along with flights to its Tokyo 
hub and other points in Asia. Globally, 
these two airlines will also nicely match 
each other because they are both part of 
a marketing agreement that includes 
Air France-KLM. And importantly, the 
merger would generate more than $1 bn 
in revenue and cost savings. 


More to follow 

The merger between Delta and North- 
west was no surprise and more tie-ups 
are anticipated in the troubled indus- 
try. United Airlines and Continental 
Airlines, the second and the fourth big- 
gest carriers in US, are being touted as 
possible bedfellows and Texas-based 
American Airlines, the largest carrier 
in US, is also watching the market de- 
velopments closely. Moreover, an ‘open 
skies’ agreement with the European 
Union that came into effect recently will 
make transatlantic flying more com- 
petitive. If the Europeans up their ante 
in the coming future, American airlines 
may no longer be protected from foreign 
ownership. And undoubtedly, European 
network carriers, such as Air France- 
KLM and Lufthansa, are a great threat 
to the US airlines. So, for the hard- 
pressed US airline managers with the 
urge to merge, there seems to be no re- 
spite in the coming days. If the Ameri- 
cans detest seeing sophisticated foreign 
carriers muscling into their territory, 
this is the time to encourage all-Ameri- 
can mergers. Moreover, as the Presiden- 
tial election is around the corner, it 
makes more sense to get their deals 
sanctioned by the Justice Department 
under the Bush government, rather 
than waiting for a new union-friendly 
President to stall it.= 


— Y Bala Bharathi and Sanjoy De 
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Intellectual Property Rights 


A Bitter Pill 








Effective enforcement of drug patent regime not only serves as an incentive 
to research and innovation, but also prevents spurious products from 
harming the society. While it is important to make life-saving medicines 
affordable to the poor, it should not be used as an excuse to undermine the 


Intellectual Property Rights. 


This is the patent age of new inventions 

jor killing bodies, and for saving souls. 

All propagated with the best intentions. 
— Lord Byron 


tarting from 2001, every year, 

the 26" of April—the date on 

which the Convention establish- 
ing World Intellectual Property Organi- 
zation (WIPO) originally entered into 
force in 1970—is observed as the World 
Intellectual Property (IP) Day. The aim 
behind the observance of the day is to 
“to raise awareness of how patents, 
copyright, trademarks and designs im- 
pact on daily life; increase understand- 
ing of how protecting IP rights helps pro- 
mote creativity and innovation; cel- 
ebrate creativity, and the contribution 
made by creators and innovators to the 
development of societies across the 
globe; and encourage respect for the IP 
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rights of others.” And each year is dedi- 
cated to promote one IP-related theme. 
If it was “encouraging creativity” in 
2007, it is “celebrating innovation and 
promoting respect for IP”, this year. 


Patient vs. Patent 

However, celebrating innovation and 
promoting respect for IP is not without 
its fair share of controversy, especially 
when it comes to drug patents. For 
pharmaceutical industry, innovation 
and research provide the sustenance. 
However, innovation and research can 
flourish only in an environment which 
guarantees protection and incentive. In 
other words, research and development 
need huge investments, which can be 
attracted only when there are prospects 
for long-term returns. And, such an en- 
vironment can be created only when 
there is a strong IP regime in place. 


But there has been a sustained glo- 
bal campaign led by public health activ- 
ists from the developing countries, such 
as Brazil, India, Indonesia, Malaysia, 
China, Cambodia and Thailand, to un- 
dermine the present IP regime. These 
activists are of the opinion that drug 
patents only serve to increase the costs 
of important medicines for the world’s 
poor, and so seek to break the monopoly 
of pharmaceutical giants over life-sav- 
ing medicines. They argue that the cur- 
rent patent regime only helps in facili- 
tating control of innovations by the 
pharmaceutical companies from the de- 
veloped world and allows them to exert 
control over the patented drugs. 

In support of their contention, the 
anti-market activists say that out of 
the total global investment in pharma- 
ceutical research, only 10% is directed 
towards finding cure for the diseases af- 
flicting the world’s poor. A report by 
Health Action International, an NGO, 
suggests that out of the 1,556 new ac- 
tive ingredients for drugs developed by 
pharma MNCs between 1975 and, 
2004, only 18 were meant for tropical 
diseases prevalent in the developing 
world. Brook Baker, Professor of Law, 
Northeastern University, Boston, US, 
says, “The drug companies don’t do 
some of the innovation that is most im- 
portant to developing countries with re- 
spect to neglected tropical diseases. 
They put their research where they 
make the most money, from rich people 
in rich countries. That is where they 
earn over 90% of their research and de- 
velopment dollars.” Hence, the activists 
stress the need for finding the best pos- 
sible way through which research and 
innovation can be encouraged, while 
ensuring affordable healthcare prod-~ 
ucts for the poor living in the develop- 
ing world. But that is easier said than 
done. 
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Intellectual Property Rights 
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ompulsory licensing 
Thile the anti-patents lobby is dishing 
at stats to highlight how the patent 
»gime is helping the rich MNCs at the 
xpense of the poor of the world, coun- 
“ies in the developing and least devel- 
ped world are silently taking recourse 
) a provision called “compulsory licens- 
1g” to get around the pharmaceutical 
INCs’ control over certain drug pat- 
nts. Compulsory licensing is an excep- 
ion made to the patent law. According 
o an amendment (Article 31bis) to the 
trade Related Aspects of Intellectual 
>roperty Rights (TRIPS), made in De- 
ember 6, 2005, governments can issue 
icense for the local production of phar- 
maceutical product(s) and its export to 
an eligible importing member(s) “with 
4 view to harnessing economies of scale 
for the purposes of enhancing purchas- 
ing power for...pharmaceutical prod- 
ucts” in the event of a national emer- 
gency or any other circumstance of ex- 
treme urgency that warrants immedi- 
ate governmental intervention and aid. 
However, the pharmaceutical products 
manufactured thus should be used only 
for public and non-commercial use. 


Patient’s rights, not patent rights 

The compulsory licensing provision was 
invoked in 2007 by the then government 
of Thailand, when it issued compulsory 
icense to mass-produce three patented 
medicines to secure cheaper, generic 
drugs—one a blood-thinner for heart 
patients and the other two to prolong 
the lives of people infected with HIV/ 
AIDS. While the public health activists 
say that the Thai government’s action 
has ensured that more than 10,000 Thais 
could get second-line antiretroviral 
(ARV), those who swear by IP rights have 
accused the Thai government of abus- 
ing the compulsory licensing provision 
by allowing a profit-making govern- 
ment agency to produce the medicines. 
“They also compulsory licensed Plavix, 
a heart disease medication. A heart 
disease medication hardly fits within 
„he criteria of ‘national emergency’ or 
‘extreme urgency,” says Tim Wilson, 
Director of IP and Free Trade Unit, In- 
stitute of Public Affairs, Melbourne. 
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Preventing overdose 

There is a grain of truth in what Wilson 
says. Unscrupulous use of compulsory li- 
censing strikes at the very root of research 
and development on which the pharma- 
ceutical industries depend. When corrupt 
states expropriate a company’s invention 
using a provision like compulsory licens- 
ing, they rob the company of its invest- 
ments, years of efforts spent in research, 
and the fruits thereof. While the ratio- 
nale behind compulsory licensing is 
noble—i.e., making life-saving medi- 
cines and treatments affordable for the 
poor—governments are bound to use 
such a provision to mass-produce several 
important medicines that they are un- 
willing to pay for, often just to play to the 
gallery. Also, when companies, which do 
not have the requisite expertise and nec- 
essary infrastructure, are allowed to 
mass-produce a patented pharmaceuti- 
cal product, they often end up creating a 
poor copy, risking in the process the lives 
of patients who consume them, thus de- 
feating the very purpose of the compul- 
sory licensing provision. 

Though Thailand’s behavior is “well 
within the provisions of TRIPS” and "It 
is not violating any laws”, as Dr. William 
Aldis, Coordinator for health policy and 
research, Southeast Asia regional office, 
WHO, New Delhi, opines, such acts un- 
dercut the very purpose of having an IP 
regime. Also, the TRIPS provisions re- 
lated to compulsory licensing are quite 
flexible apropos the granting of compul- 
sory licenses. There are no cut-and-dried 
directions as to what constitutes a na- 
tional emergency or a pandemic, and 
there is nothing to limit the use of the 
provision. The fact that there are quite a 
number of reported cases of arbitrary 
usage of compulsory licensing by both 
developed and developing economies 
goes to prove IP rights are often sacri- 
ficed at the altar of opportunism. For, to- 
morrow, any government—the buyer— 
that is not ready to pay a patent holder— 
the seller—for a patented product may 
try to make use of the compulsory licens- 
ing provision to illegitimately gain easy 
access to the patented product. 

The legal battle that Novartis, the 
Swiss pharmaceuticals MNC, had 


launched against the Indian patents law 
is a case in point. Novartis was particu- 
larly upset with Section 3(d) of the Indian 
Patents Act 1970, amended in April 
2005, which refuses to grant a patent to a 
“mere discovery of a new form of a known 
substance which does not result in the 
enhancement of the known efficacy of that 
substance or the mere discovery of any 
new property or new use for a known sub- 
stance”. Without getting into the merits 
of the case, local provisions such as these 
add more ambiguity and loopholes to the 
TRIPS regime of patent rights. 

However, any dilution in IP protec- 
tion is bound to affect the poor the most. 
Unprincipled use of compulsory licens- 
ing will not only deter investors, but 
also hamper the transfer and dissemi- 
nation of technology, which is essential 
for the developing countries to improve 
the standards of their healthcare and 
the quality of national life. It is incorrect 
to think that IP rights contribute to the 
increase in the cost of medicines. As 
Tim Wilson points out, the biggest con- 
tributors to the increase in the cost of 
medicines are government imposed 
taxes and tariffs. For example, the com- 
bined taxes and tariffs on imported 
medicines in India is 55%, while it is 
28% in China. In short, undermining the 
IP rights may provide countries with 
short-term gains. But in the long run, 
such short-sighted measures are bound 
to not only compromise the quality of 
the healthcare system of the nation, but 
also deprive it of investments and tech- 
nological know-how from abroad. 

If governments are sincere about 
making quality medicines affordable and 
readily available to the masses, they 
should reduce the taxes on life-saving 
medicines. They should also take steps to 
strengthen the IP regime to attract more 
investment in the research and develop- 
ment of new drugs. The resultant in- 
creased competition will provide the con- 
sumers with more choices as well as safer 
and more effective medicines at afford- 
able costs. It is time we started “celebrat- 
ing innovations and promoting respect for 


IP” in right earnest.s= 
— R Venkatesan lyengar 
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A Case Study in Globalization 


In 2007, three case studies from the Icfai Center for 
Management Research (ICMR) featured in the list 
of the top 100 best selling cases at ecch, the 
world's largest depository of management case 
studies. 


ICMR was the only institution from Asia to figure in 
the list. (In fact, it was the only name from outside 
North America and Western Europe.) 


No surprise, then, that more than 300 leading 
business schools and corporate training centers 
from over 40 countries around the world use ICMR 
case studies in their programs. 


Our case studies can be purchased and downloaded from 
www.icmrindia.org 


emer for Management Research 
Makingwe Winningycase för business. 
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M MONETARY MUSINGS 


‘Managing Inflation 


The RBI Way 


nflation has once again become the 

headline news. And the alarm it has 
raised this time round is understand- 
able; for within a short span it has 
peaked to a 44-month high of 7.83% 
against an acceptable/comfortable level 
of 5%. The worst part of the current infla- 
tion is the rise in the price indices of all 
categories—primary articles, manufac- 
tured goods and fuel—in both year-on- 
year and week-on-week terms. 
‘> Given that, there are experts who 
consider our Wholesale Price Index (WPI) 
itself is simply wrong, and they have a 
point. In their view, WPI is meaningless, 
for it measures only the prices of goods, 
while today services account for 55% of 
our GDP. Secondly, it does not talk about 
prices at the consumer level, and by the 
time the Consumer Price Index (CPI) is 
released, the data becomes obsolete. 
And here again, they suspect CPI’s abil- 
ity to truly represent the price situation 
at the lower strata of the society, inciden- 
tally for whom inflation matters the 
most. Hence, they strongly believe that 
inflation anywhere above 5.5% is in itself 
a threatening phenomenon for those in 
Jow-brackets of income. 

As if it is the right time, rupee too has 
started falling at this very hour of rising 
inflation and depreciated by 6% since 
April 15, making the fiscal measures— 
such as cutting import duties on edible 
oils and maize, banning export of pulses 
and non-basmati rice, withdrawal of ex- 
port incentives for steel and cement, and 
other questionable measures including 
banning futures trading in certain agri- 
cultural commodities, threatening to 
add steel to the list of its ‘essential com- 
nodities’, etc.—initiated by the govern- 
nent less effective in arresting prices. 
Looking at the all round surge in prices, 
he emerging global food crisis, the rising 
uil-prices and falling rupee, one is more 
empted to infer that prices will not come 
lown in the immediate future; and no 
vonder, if on the other hand, inflation 
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peaks to 8% soon. Cumulatively, all 
these developments have made the job of 
Reserve Bank of India (RBI) more daunt- 
ing. Striking a right balance between 
price control and growth is always a big 
challenge, particularly for a central bank 
of a developing country, since there is al- 
ways a cost behind controlling inflation. 
No matter whether one follows 
Keynesians or monetarists, as inflation 
is generally controlled by pursuing 
contractionary policies, it results in re- 
duced output, employment and income. 
It is against this backdrop that the 
RBI, as a policy response, has raised 
Cash Reserve Ratio (CRR) by another 25 
basis points to 8.25%—the third in- 
crease in the last three weeks to contain 
liquidity. Contrary to the general expec- 
tation, the RBI has, of course, more sensi- 
bly retained its benchmark interest rate 
at 7.75%. This balancing act of the RBI— 
maintaining the growth momentum and 
inflationary expectations by opting for 
CRR hike alone—might have surprised 
many, particularly those monetarists 
who strongly believe in what Milton 
Friedman said: “Inflation is always a 
monetary phenomenon.” What Fried- 
man meant here is that when the price 
for wheat rises, a consumer would spend 
more on acquiring wheat, and his ability 
to spend on other items such as, say, TV 
or fridge becomes less, and hence their 
prices fall. He therefore concludes that 
money determines the overall price level 
of an economy, but not of any one good. 
Therefore, monetarists proclaim that in 
the long run, inflation is a monetary phe- 
nomenon and inflation arises when the 
money supply expands more rapidly 
than output. They indeed consider the 
quantity of money as an ‘exogenous’ vari- 
able, by which they mean that money 
growth is an independent causal variable 
defining the rate of inflation: In other 
words, inflation, according to monetar- 
ists, flows from money in the form of ex- 
cesses demand—excess of aggregate de- 


mand over aggregate supply —that raises 
prices, but not the other way round. 

But looking at the Indian experiences 
—outbreak of major droughts often re- 
sulting in skyrocketing prices of food 
items leading to hunger and malnutrition 
in the rural areas—one wonders if infla- 
tion is always a monetary phenomenon. 
Friedman’s statement—for a given quan- 
tum of money supply, a rise in the price of 
an item, say, for instance rice, is offset by a 
fall in the price of another good, say, televi- 
sion—may be an apt reflection of price 
behavior in rich economies such as the 
US, but is less likely to hold good for India 
since food items alone constitute roughly 
80% of the budget of almost 60% of the 
population. Secondly, our WPI allocates 
lesser weight to food items, as today agri- 
culture hardly accounts for 20% of GDP. In 
the light of these ground realities, we can- 
not presume that inflation is always a 
monetary phenomenon. 

Against the backdrop of the demand- 
supply mismatches across the domestic 
and global markets, the RBIs decision not 
to raise interest rates sounds pretty ratio- 
nal and sound. In such a situation, mere 
monetary tightening will be of little use in 
controlling the inflation. The solution for 
the current rise in prices therefore lies not 
in short-term monetary policy, but obvi- 
ously elsewhere: long-term efforts are es- 
sential to mitigate the supply-side con- 
straints under food-grains. It must make 
long-term investments for improving agri- 
cultural productivity, energy-efficiency and 
transport infrastructure in the country. 

Economics, however, says that 
today’s increased prices must induce 
greater production tomorrow. But in 
capital-starved developing economies, 
such adjustments are sure to take a long 
time to happen on their own, and that is 
where governmental intervention is war- 
ranted to ensure growth—the right an- 
swer for our inflationary woes.= 

— GRK Murty 
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Post: Accountant Post: Agency Manager independently. 
Company: Al Maya Group Company: Birla group Exp: 3-4, Location: Delhi 
Job Desc: ideal would be responsible for Accounts Job Desc: Will have to make sure that the advisor Email: hrelite@elitestock.com 
Supervision, Finalization of accounts, MIS reports, attends the training program. Keep the advisors ——————— 
Liasing with auditors, etc. motivated and on the job Selling of insurance Post: Chief Financial Officer 
Profile: Required a Chartered Accountant having a policies as prescribed under the company’s rules Company: Era Group 
relevant prior working exposure in the similar and regulations Job Desc: Ideal would be responsible for raisi 
profile. Profile: Must have 3 years of experience in funds from with Banks, Financial Institutions 
Exp: 3-5 ‘Marketing\(Direct Marketing) Must be able to Mutual Funds for raising of Funds. Co-ordin; 
Location: Dubai handle a team with a very good communication with Regulatory Bodies such as RBI, SEBI, Sto 
Email: melville@almayagroup.com skills. Exchanges, Fil's, FDI's, Banking Institutions eti 
n= EXP: 3-5 Location: Chennai Profile: Required a CA with at least 20 years 
Post: Head- Credit Email: yuva@gbitinc.com experience in Corporate Financing and woulo 
Company: ANTAL International Ce nari include :- -Exposure to dealing with NBFC & 
Job Desc: Implement APAC Credit Policy in India Post: Branch Head Capital/Fil's 
and manage credit in a proactive manner so that Company: Bussan Auto Finance India Pvt. Ltd. Exp: 20-30, Location: Delhi 
the company’s revenue and profit targets are Job Desc: Responsible for setting up Network of Email: suruchi.s@eragroup.in 
consistently achieved with minimal bad debts. Business Locations Relationship Management ——— 
Profile: Either an MBA in Finance or a Chartered with Dealers Manpower Deployment & Training Post: Head- Accounts 
Accountant with more than 15 years experience in Profile: Shall have an experience in Two Wheeler Company: Expat Properties India Ltd. 
the IT industry Industry. Job Desc: The ideal Candidate will be responsi 
Exp: 15-20 Exp: 4-6, Location: Hyderabad for overall functioning of Accounting & Finan 
Location: Mumbai Email: aanchal@bafindia.com Will be a CA with knowledge of Law an addec 
Email: kudayawar@antal.com ie aT a ORR Dnata rete cen advantage. 
Post: Divisional Head- Finance Profile: The ideal Candidate will be responsible 
Post: Branch Manager Company: Dana Group overall functioning of Accounting & Finance. | 
Company: Apollo Sinchoori Capital investments Job Desc: Will be responsible for entire finance be a CA with knowledge of Law an added 
Ltd. banking operations of one or more corporate advantage. 
Job Desc: Shall have a good knowledge about the entities including trade finance, project finance, Exp: 6-11, Location: Mumbai 
market. operational banking , MIS/Budgeting and cost Email: hemal@expat-group.com 
Profile: Should be streng in Equity & Derivatives centre management eeCeer eee 
product. Profile: Ideal would be a CA/MBA / CWA having an Post: Sr Analyst- FAR 
Exp: 6-8 experience in banking operations preferably trade Company: Franklin Templeton intl. Services 
Location: Patna finance and project finance. Operations in import Job Desc: Must be proficient in MS Excel. 
Email: balaji@asciloniine.com /export. Profile: The selected applicant would be a 
Exp: 10-20, Location: Nigeria B.Com/M.Com,CA Inter with 4-6 Years in Finan 
Post: Manager- Finance Email: accjobs@danagroup.com Statements 
Company: AXA Technology Services India Pvt. Ltd. OO TSE ——————_—_——Á Exp: 3-6, Location: Hyderabad 
Job Desc: Required a CA or ICWA with about 10-12 Post: Manager Credit Email: aburra@templeton.com 
years post qualification experience preferably from Company: Eaton Industries Pvt. Ltd. ———————— 
IT industry with relevant experience. Law or CS Job Desc: The primary function of the Credit Post: Branch Manager 
qualification an added advantage Supervisor is to oversee the accounts receivable Company: Kotak life insurance 
Profile: Would be responsible for preparation cf portfolio for the divisions and provide leadership Job Desc: Would be taking care of 40 Sales 
Business cases & Analysis, Supporting Client to the Credit Department staff. Managers through 3 Assistant Branch Manager 
Management Team. Responsible for preparation Profile: The key objective is to maximize the profit Exceeding Branch Targets for Sales, SM 
and follow-up of agreements with Customers. and cash flow for the company by assuring that Recruitments, Advisor Recruitments. 
Exp: 9-14 the overall investment in accounts receivable and Profile: Shall have an experience In insurance in 
Location Bangalore bad debt losses are maintained at the lowest Agency model. 
Email: hrtech.in@axa-tech.com practical level. Exp: 10-15, Location: Kolkata 
=  £xp: 4-5, Location: Pune Email: kli.kolkatahrsupport@kotak.com 
Post: Assistant Vice President Email: kapolkadam@eaton.com SS 
Company: Axis Bank Caen Post: Relationship Manager 
Job Desc: Should be fully conversant with all Post: Commodity Head Company: Standard Chartered Bank 
aspects of branch operations and also have a Company: Elite Stock Management Ltd. Job Desc: The position is responsible for the 
working knowledge of credit and foreign Job Desc: ESML established in 1990, is a member acquisition of new customers for SCB managing 
exchange and capable of leading a team. of National Stock Exchange of India (NSE) Bombay Sales of Mortgages Products like Home Loans & 
Profile: Your role wiil be that of heading a medium Stock Exchange (BSE) and also Depository Home Saver. 
sized branch of the Bank with business Participant with National Securities Depository Profile: Minimum qualification should be 
development as the prime focus or as the head of Ltd. (NSDL). Graduation. A post Graduation will be an added 
the operations of a large branch. Profile: The person must be an MBA, should have advantage 
Exp: 9-10, Location: Coimbatore minimum 3-4 years of experience in commodity Exp: 3-5, Location: Mumbai 
Email: hrsz@axisbank.com market, should be able to handle team Email: Navjot.Gill@standardchartered.com 
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Post: Deputy General Manager- Accounts 
Company: Hindustan Construction Company Ltd 
Job Desc: The selected applicant will have the 
knowledge of Accounts & would be responsible for 
consolidation of Accounts, MIS, Finalization P&L, 
Bank Reconciliation, Taxation - Direct & INDirect 
Profile: Responsibility involves Accounts, Handle 
Finalization as a Team Lead Supervision and 
finalization of Project Accounts, Bill verification, 
Preparation of Trial Balance, Profit and Loss Account 
and Balance Sheet. 

Exp: 12-15, Location: Mumbai 

Email: sailee.degvekar@hccindia.com 
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Post: Sales Manager- Retail 

Company: ICICI Lombard 

Job Desc: Must be handling a team of unit sales 
managers( on rolls of the company , having salary of 
2.5 - 3.5 lakhs / annum) 

Profile: The candidate must be an MBA ( full time) 
from a reputed college , having at least 3 years 
experience after MBA. 

Exp: 3-6, Location: Chandigarh 

Email: touchstonejob@yahoo.co.in 
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Post: Manager- Finance 

Company: Kalyani Net Ventures Ltd. 

Job Desc: Should be Commerce Graduate with - 
ICWA/ MBA Finance / Equivalent Finance Bg/ PG - 
CAMBA/PGDM Finance / CS Finance with 3-6 years 
experience with good exposure to Financial 
Modeling, MIS Preparation and Feasibility studies 
Profile: Ideal candidate should have more than 8 
years of experience with at least 4-6 years in IT 
industry. Should possess working knowledge of 
transfer pricing, taxation, audit controls etc. 

Exp: 12-18, Location: Pune 

Email: jvindiahr@gmail.com 
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Post: General Manager- Finance 

Company: Naandi Foundation 

Job Desc: Would be responsible for Financial 

planning, Liaison with financial institutions for fund 

raising, Strategic support in organizational growth 
lans 

Profile: Shall have at least 12-15 years of post 

qualification experience in handling the entire 

gamut of finance + MBA from a reputed institute 

(preferred). 

Exp: 12-15, Location: Hyderabad 

Email: careers@naandi.org 
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Post: Assistant Manager- Finance 

Company: Suzuki Motorcycle India Pvt. Ltd. 

Job Desc: Would be responsible for Detailed Product 
Costing, setting up cost reporting system, cost 
saving Measures 

Profile: The ideal Candidate will have relevant 
qualifications along with the prior working exposure 
in the similar profile. 

Exp: 3-8, Location: Gurgaon 

Email: hr@suzukimotorcycle.in 


Why naukri.com? 


» 200,000 Jobs 
» 35,000 Recruiters 
» Get Jobs by email 


Post: Sr. Manager- Finance 
Company: Syntel Ltd. 


Job Desc: Would be reporting to the Finance Head. 


Responsible for overall supervision of the Depart- 
ment 
Profile: Responsibilities also include Monthly MIS 


and periodic reports to the Leadership. Coordination 
with the Auditors 


Exp: 7-10 
Location: Mumbai 
Email: Kshitij_Gupta@syntelinc.com 


Post: Executive- Accounts 

Company: The Country Club 

Job Desc: Will be handling Accounting functions 
like tally, bank reconciliation, tds, vouchers and 
daily accounting functions etc. 

Profile: Graduate with atleast 3 years of experience 
in Accounts/Finance Department of Reputed Com- 
pany. 

Exp: 3-4 

Location: Mumbai 

Email: hrdmumbai@countryclubmail.com 
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Post: Assistant Manager- Finance/Tax 

Company: Vichara Technologies 

Job Desc: Will handle - India and US Gaap Compli- 
ant Accounting. Compile income statements, bal- 
ance sheet, cash flow statements Cash, Bank Man- 
agement Direct and indirect taxation 

Profile: Required a CA, with excellent educational 
credentials. 

Exp: 3-6 

Location: Delhi/NCR 

Email: vsamson@vichara.com 


Post: Commercial Officer 

Company: Zodiac Clothing Company Ltd. 

Job Desc: Required candidate with 3+ years experi- 
ence with good communications. 

Profile: Candidate will be responsible for Sales Tax 
matters of the company Will be responsible for 
State & Central Sales Tax matters. 

Exp: 3-8 

Location: Mumbai 

Email: hr@zodiacmtc.com 
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Post: Deputy Manager- Taxation 

Company: Ford India Pvt. Ltd. 

Job Desc: Would be responsible for handling of 
Direct tax compliance requirements such as advance 
tax, MAT, FBT, TDS transfer pricing documentation, 
tax payments, tax audit and tax returns etc. 

Profile: Must have an in depth knowledge in direct 
tax compliance requirements such as advance tax, 
MAT, FBT, TDS transfer pricing documentation, tax 
payments, tax audit and tax returns. Handling of 
income tax assessments. 

Exp: 8-12 

Location: Chennai 

Email: sdharani@ford.com 
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Post: Head - Finance & Accounts 

Company: ABG Cranes Pvt.Ltd 

Job Desc: Manager incharge of all finance and 
accounts. Responsibility includes Managing Ac- 
counts & finance function, Finalization of Ac- 
counts & Statutory Audits, Ensuring Statutory 
Compliances, MIS, Taxation etc. 

Profile: Required a Qualified C A with a relevant 
prior working exposure in the similar profile. 
Exp: 10-15 

Location: Mumbai 

Email: hrabgcranes@vsnl.net 


Post: Sr Manager- Finance and Accounts 
Company: Su-Kam Power System Ltd. 

Job Desc: Incumbent should know Internal Audit 
and Liasion with Auditor. Would be dealing with 
banks and FI Compliance with other statutory 
requirements, MIS ERP implementation Ac- 
countabilities 

Profile: Incumbent should have a Pleasing Per- 
sonality & would be responsible. Shall have an 
experience in related work profile. 

Exp: 7-8 

Location: Gurgaon 

Email: stiku@su-kam.com 


Post: Manager Audit/Accounts 

Company: Agarwal Indotex Ltd. 

Job Desc: Would be auditing accounts, overall 
responsible for audit of all groups of companies. 
Profile: Required a CA Inter/Mcom with the rel- 
evant prior working exposure in the similar pro- 
file. 

Exp: 8-10 

Location: Mumbai 

Email: jobs@agrawaludyog.com 


Post: Asia Pacific Controller 

Company: Calypso Technology Inc 

Job Desc: We are looking for an experienced 
candidate who can help us expand our in global 
accounting group to the Asia-Pacific region. 
Profile: Must have 10-15+ years experience re- 
quired and previously been a corporate control- 
ler for a multi-national company. 

Exp: 10-15 

Location: Mumbai 

Email: careers mumbai@calypso.com 
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Post: Chief Financial Officer 

Company: Era Group 

Job Desc: Would be raising funds from with 
Banks, Financial Institutions, Mutual Funds for 
raising of Funds. Co-ordinating with Regulatory 
Bodies such as RBI, SEBI, Stock Exchanges, FIl's, 
FDI's, Banking Institutions etc. 

Profile: Required a CA with at least 20 years of 
experience in Corporate Financing. Shall have an 
exposure to dealing with NBFC & Capital/Fil's 
Exp: 20-30, Location: Delhi 

Email: suruchi.s@eragroup.in 
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Always Slippery? 


il prices have crossed the $125 per barrel mark. They 
have risen by almost 400% in the last five years. The 
reasons for such a phenomenal rise are many: one, the boom 
in the global economy that is being witnessed across the 
globe, that too, for a long time now; two, post-2003, almost 
90% of the demand for oil essentially coming from developing 
economies such as China and India, which are considered less 
efficient in using oil vis-a-vis developed countries such as the 
US—where, according to Rosenfeld, simply by using more ef- 
ficient fridges over the years Americans have saved more 
than 200 twh annually, said to be equivalent to the produc- 
tion of 80 power plants—adding additional demand for oil: 
three, the increased purchasing power among the middle- 
class of developing countries that has resulted in a substan- 
tial increase in the demand for private transportation; and 
four, the fact of quoting oil prices in dollars—a currency that 
has depreciated by almost 25% in real effective terms since 
2002— has only made oil sound cheaper in non-dollar regions 
leading to increased demand for oil from such zones. That 
aside, a falling dollar has resulted in reduced returns from 
the dollar-denominated financial assets. 
This has obviously diverted investors’ atten- 
tion to commodities—whose prices are al- 
ways known to be impacted by supply-side 
glitches—as a class of investment assets. 
And, amidst such turmoil, it is no wonder 
that speculation has fueled the oil prices fur- 
ther, though the market considers its impact 
on current price rise as certainly not that big. 
Now, the question is: What does oil price 
rise mean? It simply means that oil is a finite 
resource. And so long does the demand for its 
consumption continue uninterrupted from 
the developing economies led by the economic growth in China 
and India and so long does the Western economy continue 
with its reluctance to learn lessons from the recurring price 
rises, the oil-crisis is sure to persist. Against this backdrop, 
some analysts are forecasting that oil prices may hit the $200 
per barrel mark. This, however, sounds less plausible, at 
least in the immediate future, for there appears to be no sig- 
nificant imbalance between global supply and demand posi- 
tions—excess demand was quite marginal at 0.2 million bar- 
rels per day during 2007. Secondly, there are no supply-side 
glitches: almost all the known oil-fields are functioning to 
their full capacities. Thirdly, efficiency levels in transporta- 
tion sector—particularly in North Americas and Europe—is 
likely to improve substantially, which means a fall in con- 
sumption. Indeed, the latest data from the US reveal that its 
demand for oil has fallen by 7% a year ago, and this matters 
the most; for, the US accounts for one-fifth of the global oil 


90 | June 2008 | 





consumption. And if past experiences are of any value—a fal 
in commodity prices lag a major economic slowdown by four t« 
five months—oil prices shall finally settle down around $9 
per barrel. And this shall not cause much anxiety, for today’s 
economy—unlike in the 1970s—is well set to absorb suck 
price-shocks. But for that to happen, oil supply should grow ir 
response to the rising demand, else the resulting price rise is 
certain to cause serious disruptions in the global economy. II 
is, of course, only a hope and for that to translate into reality 
the world must invest heavily in finding out alternatives for 
this finite source. Also, it must explore forming a consumer 
cartel for reducing volatility in crude oil market. 

The next question is: What does all this mean for India‘ 
For a country that imports close to 70% of its oil consumption, 
it means a lot: first and foremost, it must allow the oil prices 
to be transferred to the ultimate consumers. It is a fact that 
due to our faulty subsidy policies, oil companies are left with 
huge under recoveries on account of sale of petrol, diesel, LPG 
and kerosene. Of these, petrol and LPG are mostly consumed 
by the urban population, which can pay more than what it is 

-= = being charged today. This poses the obvious 

> = question: Why not restrict subsidies just to 

AG = the economically weak rather than making it 
available across the board? Such a move is 
sire to make people more efficient in their oil 
l usage. Secondly, it is necessary to make 
- people less and less dependent on private 
-~ transportation by improving public trans- 
port system. In the same vein, the govern- 
ment should encourage oil exploration and 
production in the country and, if required, 
should scrap the anachronistic levy on crude 
oil output. We must also invest in basic re- 
search that not only paves the way for more and more usage of 
alternative energies but also improves efficiency in energy 
use. Such demand management for oil is a must in the long 
run. As otherwise, the growing demand for oil coupled with 
rising prices can punch bigger holes in the central 
government’s budget in terms of increased issue of oil-bonds, 
leading to larger fiscal deficit. And issuing oil-bonds during 
the growth phase may not matter much, but during a 
downtrend they would simply become a drag on the economy. 

Given that oil is always slippery, either a disruption in 
supply side—be it in Nigeria, Venezuela, Algeria, Angola, Ec- 
uador, or Russia—or a spike in demand can always drive prices 
higher. And any rise beyond a particular level is sure to fuel 
inflationary pressures across the globe. Such volatility in of 
prices is sure to disrupt our economic growth.» nn 
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Real Estate and Construction 
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Home Builder 





Sobha Emerald 





These luxurious villas are located in a serene Nestled within lovely landscaped surroundings, here is 
ambience overlooking the picturesque Marudamalai a project that can lay claim to a lifestyle reflecting pure 
hills. They bring with them, not only the picture luxury. The beautifully crafted super luxury apartments, 
perfect tranquility, but also a host of world class duplexes and penthouses come with international quality 
conveniences and comforts. amenities and beauty par excellence. 





n, Delhi & Mysore 


No.: 1800 425 0006 U ans 


. “Best Project Executed Award” 
HA<space> Your email ID to 06767 Sobha Malachite Il, Bangalore 


g í CNBC AWAAZ-CRISIL Real Estate Awards 2007 
arketing@sobha.co.in The Real Awardee: Sobha’s Unmatched Quality 








in Roy Road, Near Richmond Circle, Bangalore - 560 025 . INDIA, 


A Truly Global Indian Company 


www.sobhadevelopers.com 





PASSION 


India's Leadinc 


BANGALORE 


THRISSUR 










Sobha City Sobha Petunia 
b 
This is a totally integrated 55 acre township This project is for the discerning who admire 
` situated around a 6.5 acre lake. Having a self quality living. The luxuriously spacious homes 
2 contained urban neighborhood, that offers have an ambience of expansiveness and exclusivity. 
8 residential, commercial, leisure and entertainment Sobha Petunia introduces you to the world of luxury 
Z options, itis a complete world in itself. living with international quality infrastructure and 
j superior designs. 





Soon in: Chennai, 






F Bangalore : (080) 2229 5936/37/38 Toll | 
OA Q Coimbatore : (044) 28331901/02/03/04/05/06/07/08 
1S0 9001 - 2000 Pune : (020) 26053217 / 26053219 SMS 
“ KEMA wjnvtT-ac . 
Thrissur : (0487) 2389770/1 Ema 


Dubai : +9714 3430363 
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P YOUR NEW BLACK & WHITE 


PRINTER ALSO DELIVERS 
EXCELLENT COLOR. 


The new HP Color LaserJet CP] 215 and CP1515n Printers let 
you print black-only pages for the same cost” as a HP black & 
white LaserJet. And that's not all, they deliver 22% richer, 
more vibrant colors plus impeccable color consistency from 
the first page to the last. Impress with color. Save with black & 
white. The next generation of HP Color LaserJets is here. 




















HP Color LaserJet 
CP1215 Printer 





HP Color LaserJet 


CP1515n Printer 
Rs. 17,299/-" Rs. 21,699/-" 
° Up to 12 ppm 


° Up to 12 ppm 
° 264 MHz processor * 450 MHz processor 
e 16 MB device memory aer Kit worth INR 15,000 * 96 MB expandable to 
e | year on-site warranty 352 MB RAM 


| year on-site warranty 





HP 23) For more information ; 
- | SMS NEW to 57575 
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Daiichi Acquires Ranbaxy — 
A New Dawn for India Inc.? 


In one of its stranger ways, globalization has opened up a completely new form 
of business model for pharma industry. In a landmark deal, Daiichi Sankyo, the 
third largest pharmaceutical company of Japan, has acquired controlling interest 
in Ranbaxy Laboratories—India’s biggest and world’s gù ranked generic drug 
maker. 
Thus has been formed a hybrid drug house in an all-cash deal of $4.6 bn that 
priced each share of Ranbaxy at Rs 737, which is at a premium of 31% to the ruling 
price and 53% to the average price of the share in the preceding three months. 
Interestingly, it values the entire equity of the company at a whopping $8.5 bn. This 
acquisition catapults Daiichi—which is currently ranked 22" by global sales—to 
15 rank among the group of drug innovator companies that is crowned by the big 
names of pharma world, such as the $48 bn Pfizer and $44 bn GlaxoSmithKline. 
The combined entity of a generics powerhouse from India that is known for low- 
cost manufacture of copy-cat drugs and a Japanese firm known for its strength in 
innovating and marketing pre ium-priced patented drugs will not only enable 
Daiichi to enter the emerging markets with “the fast-growing business of non- 
proprietary pharmaceuticals” but also makes it bigger than Teva, the world’s larg- 
est generics company. The acquisition of a non-proprietary drug manufacturer with 
a proven track record and with the added advantage of there being little or no 
product or geography overlap with Ranbaxy, that too ata time when a large number 
of patents are set to go off patent, makes a great business sense for Daiichi’s global 
expansion plans. It enables Daiichi to get immediate entry into Eastern Europe 
and Africa. Leveraging on Ranbaxy’s low-cost manufacturing and research skills in 
manufacturing generic drugs, it can encash on the recent thrust that the Japanese 
government—overburdened by rising healthcare costs owing to aging population— 
is giving for greater use of generics. 
The current deal is indeed unique for more than one reason. It is a win-win deal, 
for Ranbaxy—a company saddled with many challenges such as global pricing 
pressures, high litigation costs, expensive drug-discovery efforts, and with on wor- 
thy patented drugs of its own—can leverage on Daiichi’s financial and research 
strengths. It enables Ranbaxy enter the Japanese market, which is world’s second 
largest pharma market. In one go, the present deal makes Ranbaxy a debt-free 
company, besides enabling it to use the surplus cash for funding its expansion and 
acquisition strategy. In a way, the deal, as Ranbaxy claims, enables it to “trans- 
form the company to the next level.” 
There is, of course, a downside to the deal: Malvinder Mohan Singh—the owner 
of an Indian MNC—has simply transformed himself into a CEO of a Japanese 
subsidiary company. And that is what—the loss of an Indian multinational to a 
Japanese firm—has become a bitter pill for the India Inc to swallow. Even though 
it is a mutually agreed acquisition, it did challenge the national psyche. But the 
deal sets a new benchmark for Indian pharma companies in market valuation, 
besides paving the way for further such consolidations in an industry that is other- 
wise finding it difficult to push itself forward beyond a point in the fast changing 
global market dynamics. Secondly, it should be borne in mind here that so long as 
assets remain in India creating employment locally, it does not matter who owns 
the assets. And it should not be a cause of worry, particularly in today’s shrinking 
national boundaries. The deal also teaches Indian promoters how to exit from their 
companies sans emotions purely dictated by the business imperatives and alter- 
nate avenues available for investing the disinvestment funds. 

In short, the deal reaffirms that business and sentiment are strange 


bedfellows. GRK Murty 
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SBI Enters 
Custodial Business 


The country’s largest bank, 
State Bank of India (SBI) 
has tied-up with Societe 
Generale Group, an arm of 
French bank, to foray into 
custodial business. SBI is 
the first Indian bank to 
enter the custodial space. 
SBI signed a joint venture 
agreement with Societe 
Generale Securities 
Services (SGSS), a division 
of Societe Generale Group, 
to offer custodial and 
related services in India. 
The custodial business 
includes a range of security 
services, safe-keeping and 
settlement, reporting, 
orporate actions, dividends 


N A T | 


collection and distribution, 
proxy voting, tax reclaim 
service and fund adminis- 
tration, etc. 

As per the agreement, 
SBI will hold 65% stake, 
while Societe Generale 
Securities Services will 
hold the remaining 35%. 
While the CEO of the new 
company will from SBI, the 
deputy CEO will be from 
SGSS. According to SBI 
official, the total market 
for custody business in 
India is over $700 bn; it 
includes FIIs, mutual 
funds, insurance compa- 
nies and others. Through 
the custodial services, 
players earn money from 
float, forex and a host of 
other transactions, though 
the custodial fees would be 
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only 2-3 basis points. In the 
lucrative FII business, there 
are over 1,250 FIIs registered 
in India. 

However, it may find the 
going tough in the FII at the 
beginning, but SBI is looking 
at becoming the market 
leader as early as possible. 


Private Equity — 
Destination India 


According to a report released 
by Four-S Services, India 
received about $19.5 bn worth 
of private equity investment in 
2007 and China about $12.8 
bn. India attracted more 
Private Equity (PE) funds 
compared to China in 2007. In 
2006, China received $12.9 bn 
worth of PE investments, 


BMW to Source Auto Components from India 


BMW Group, the German 
luxury car maker, is looking 
to develop its future 
technologies of automotive 
components and engineer- 
ing services through 
sourcing the technology 
from India. To identify 
potential suppliers for its 
global operations, it has set 
up an international 
purchase office in Delhi. 
According to BMW board 
member (international 
parts sourcing), Herbert 
Diess, “India is an impor- 
tant market for us and we 
recognize its engineering 
talent. We already are 
sourcing some components 
for bikes and auto parts for 
a few of our cars and bikes 
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from India. Considering the 
increasing capabilities of 
Indian vendors to provide 
quality spares, we plan to 
source more parts and 
services from the country.” 

BMW Group is in talks 
with major Indian automo- 
tive component makers for 
sourcing car parts. BMW 
presently sources small 
volumes of horns for cars, 
handle bars and die-casting 
for its motorcycles business, 
and it is planning to 
increase the number of 
suppliers for its motorcycles 
business. The company is 
looking at all options and 
has not set any target for 
sourcing from India, as it is 
too early to gauge the 





sourcing potential. Accord- 
ing to Diess, their plans are 
firm and they need to study 
the Indian market as it 
should conform to their 
expected quality standards. 
The company plans to 
source critical engine parts 
and chassis for its high-end 
two-wheelers in the future, 
and it is in talks with IT 
companies for in-car 
applications for its future 
models. 


nearly 70% more than the 
$7.6 bn received by India. 

The way funds are 
deployed in China is 
qualitatively different from 
that in India. China’s 
traditional Manufacturing 
& Infrastructure sectors 
attracted $8.3 bn, which is 
65% of the total funds 
invested, compared to $6.2 
bn, constituting 32% of the 
total funds invested in 
India in 2007. Investors 
showed interest in the core 
sectors, with Infrastructure 
(Engineering and Construc- 
tion) sector accounting for 
$4.0 bn worth of invest- 
ments. The fast growing 
Infrastructure sector in 
India requires huge invest- 
ments worth $492 bn in the 
next five years. In the 
Infrastructure sector, the 
construction industry 
accounts for 60.3% of the 
investments and is a major 
growth driver. The major 
four sectors—Infrastruc- 
ture, Telecom, BFSI and 
Real Estate—received 
nearly 72.3% of all PE 
investments during 2007. 

India has a higher 
percentage of private sector 
companies compared to 
China. According to Indian 
Private Equity Report 2007, 
in the recent years, there has 
been a growing awareness 
among the investing 
community of the strong 
education system, English 
language proficiency, legal 
and financial structures and 
democratic governance in 
the country. This awareness 
and sustained growth are 
the main reasons for the 
increase in investments in 
India.« 
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Taxes on Fuels 


Índia, the third biggest 
sconomy in Asia, has 
sapped fuel prices to soften 
he impact of rising oil on 
nflation that is running at 
1 13-year high. India 
mports 70% of its oil 
‘equirement, and crude 
iccounts for a third of the 
‘ountry’s import bill. The 
inion government is 
‘eluctant to increase fuel 
rices because of the 
‘lections which are due by 
lay 2009. Retail consum- 
rs in the country are 
aying similar duty rates 
m the fuel prices as their 
ounterparts in other 
ountries. The global 
verages of tax component 
n petrol prices reveal that 
ndia’s tax component at 
2% is higher than 18.6% of 
he US and much lower 
han what it is in Spain, 
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Italy, Germany and France. 
The average of the sample 
size of nine countries is 
53%. In the US, oil produc- 
ing companies have to pay 
higher taxes and oil-rich 
states such as Texas have 
special taxes. A large part 
of US revenues come from 
direct taxes. 

Income tax payers in 
India are only 3% of the 
entire population. Most of 
the revenue generation 
comes from indirect taxes to 
the government. A liter of 
petrol, costing Rs 43.56 in 
Delhi, contains an excise 
duty of Rs 14.35 per liter, 
while state sales tax is at 
20%. The customs duty 
cemponent of 5% on crude is 
built in. States levy entry 
tax on movement of crude 
which is passed on to 
consumers. According to 
Ballabh Modani, Analyst, 
Enam Securities, Indian oil 








companies have needed this 
boost for a long time now. 
The government has waited 
too long already and even 
now there’s no indication 
that the main problem of 
subsidizing prices will be 
corrected. The diesel 
consumers, on the other 
hand, are luckier than their 
petrol counterparts. The 
average for the nine 
countries taken for compari- 
son is 45%. India has lower 
taxes of 30% on diesel, and 
the tax component is also 
lower than other countries. 


Japan’s Economic 
Woes 


According to Statistics 
Bureau of Japan, household 
spending fell tol9 month’s 
low, factory production 
dropped, and unemploy- 
ment climbed. Household 


spending decreased 2.7% in 
April compared to figures a 
year ago, and this is the 
biggest decline since 
September 2006. The 
jobless rate climbed, and it 
is at a seven-month high of 
4%; and industrial output 
continued to fall for the 
second month. 

Economists predict that 
the world’s biggest econo- 
mies, Japan and the US, 
may expand this quarter. 
Bank of Japan seems to keep 
its benchmark interest rate 
at 0.5% this year at slower 
growth and the fastest 
inflation in a decade. In the 
last two months, Japan’s 
currency has weakened 5.5% 
against the dollar, and the 
yield on the 10-year govern- 
ment bond fell by 2 basis 
points to 1.785%. 

The soaring prices of 
food and energy caused 
inflation to stay ata 
decade-high in the last 
month. After surging 1.2%, 
core consumer prices in 
March rose 0.9%, the 
fastest rate since 1998. 
According to Bank of Japan 
Governor Masaaki 
Shirakawa, the current 
interest-rate levels are 
‘appropriate’; costlier oil 
and raw materials have 
affected corporate and 
household incomes. As per a 
Bloomberg survey, Japan’s 
economy will grow at 0.3% 
in this quarter; it is slower 
than the 3.3% in the last 
quarter. According to 
Takahide Kiuchi, Chief 
Economist, Nomura 
Securities Co., Japan is on 
the brink of a recession.» 
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Since its inception euro has been a monetary marvel and a symbol of the 


triumph of European integration. Ten y 


ears on, since the decision to launch 


the euro, it has lent macroeconomic solidity and political clout to the entire 


region. Euro, as a currency, 


challenged the hegemony of dollar. B 


has also strengthened enormously and 
ut not all has been hunky-dory for euro 


as it has not been able to fulfill some important initial expectations. 


Moreover, as the global environment has 


drastically changed, the future 


ahead of the euro could be more challenging. 


important monetary innovation 

since Bretton Woods, the leaders of 
the European Union (EU) took the land- 
mark decision to launch euro (the offi- 
cial currency of EU) in 11 member 
states starting from 1999. At that time, 
cynics raised their eyebrows and pre- 
dicted that the system would crash. 
But, 10 years down the line, the 


[ May 1998, in arguably the most 


- Eurozone has strikingly consolidated it- 


self and embraced 15 members with a 
total population of 320 million, greater 
than that of even US. Now, the 


| Chartered Financial Analyst | 


Eurozone populace share the same cur- 
rency and relish the advantages 
brought about by the integration of EU. 
And the European Commission (EC), 
the executive arm of EU, trumpets that 
a decade after its launch, European 
Monetary Union (EMU) and the euro 
are a ‘resounding success’. And the EC 
avers that the creation of euro marks 
the triumph of European integration 
which has been made possible through 
sound public finances and prudent mac- 
roeconomic policies that ultimately led 
to more job creation. The sound institu- 


tional setting of EMU and the stability- 
oriented monetary policy adopted by 
European Central Bank (ECB) have 
helped maintain the inflation in the 
euro area at around 2% on an average 
since 1998, despite the fact that a 
large number of abrupt and adverse 
macroeconomic and geopolitical 
shocks have hit the euro area since its 
inception. Further, nominal interest 
rates, on an average, have declined to 
5% in 2008, from around 9% in the 
1990s. Again the disappearance of ex- 
change rate costs and associated risks 
has boosted cross-border trade and in- 
vestment, both of which now account 
for one-third of Eurozone GDP. Finally, 
needless to mention, the euro, as a cur- 
rency, has become stronger ever, and 
with the support of international in- 
vestors, it has now emerged as a cred- 
ible rival to the USD, the world’s lead- 
ing reserve currency. 

In a nutshell, the euro has certainly 
been a brilliant technical achievement, 
but at the same time, in some respects, 
EMU has fallen short of initial expecta- 
tions. There has been no real improve- 
ment in the productivity front of the 
euro-area economy in the first 10 years 
which does not augur well for the long- 
term prospects of the Eurozone. And the 
growth rate of the Eurozone has also 
been around meager 2% in the first de- 
cade. Moreover, considerable differ- 
ences among the euro economies in re- 
spect of inflation and labor costs have 
resulted in dampening competitiveness 
in some member states and large exter- 
nal imbalances, which in the absence of 
currency adjustments will take a long 
time to correct. But despite all these 
hiccups, as a whole euro in its first de- 
cade has been a grand technocratic suc- 
cess in the post war era with huge un- 
tapped potentials. 
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INTERVIEW 


“Despite the undeniable successes, the growing divergences in competitiveness 
between euro area countries illustrate that not all countries have adjusted well to the 


new reality.” 


Ten years have passed since the launch of euro. 
How do you see the overall economic performance 
of euro in the first decade? 

Charles Wyplosz: Superb. The launch went 
smoothly and inflation has never been so low in 
Europe, including in Germany, as over the last 
decade. The growth performance, on the other 
hand, has been disappointing, but this is unre- 
lated to the adoption of the euro. We know that, 
in the long run, monetary policy does not affect 
growth. Indeed, some countries like Spain and 
Ireland have grown pretty fast. The others have 
not completed the reforms and they need to 
unleash their growth potential. 

Mar Gudmundsson: There is a limit to 
what monetary policy can do. Theory and his- 
torical experience supports the view that its 
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of the low inflation objective, it can also use 
monetary policy instruments to make some 
contribution to short-term output stabiliza- 
tion. Furthermore, monetary policy could 
arguably be used to ‘lean against the wind’ 
of credit and asset price booms, although 
within the framework of medium-term price 
stability. 

The mandate given to the European 
Central Bank (ECB) in the Maastricht 
Treaty of 1992 reflects the above paradigm. 
Price stability was made the primary objec- 
tive. Without prejudice to that objective the 
ECB was then supposed to support the gen- 
eral economic policies of the European 
Union, which in practice means growth and 
high employment. In addition, European 


best long run contribution is to deliver price stability, which in 
practice is usually defined as low and stable measured infla- 
tion. Provided that the central bank is credible in its pursuit 


The path to euro 

The establishment of a common cur- 
rency for Europe has been a milestone 
in the process of European economic in- 
tegration. Euro is now the second larg- 
est single currency area in the world 
after US and it accounts for two-thirds 
of the EU’s GDP and one-fifth of the 
GDP of the entire world. At the outset, 
11 countries joined the euro area 
(which included Austria, Belgium, Fin- 
land, France, Germany, Ireland, Italy, 
Luxembourg, the Netherlands, Portu- 
gal and Spain). Subsequently, four 
other EU member states entered the 
euro area: Greece in 2001, Slovenia in 
2007, and Cyprus and Malta in 2008. 
And now, the area is all set to expand 
further as most EL member states (in 
total, there are 27 member states in 
EL) outside the euro area are warming 
up to join the Eurozone at some point of 
time in future. The following countries 
are committed to join the euro area 
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once they fulfill the convergence criteria 
established in the Maastricht Treaty: 
Bulgaria, the Czech Republic, Estonia, 
Latvia, Lithuania, Hungary, Poland, 
Romania and Slovakia. The EC has al- 
ready given green signal to Slovakia to 
become the 16'* member of EMU on 
January 1, 2009 as it meets the conver- 
gence criteria for adopting the single 
currency. The UK, Denmark and Swe- 
den have opted out of the single currency 
and these three EU members still use 
their own currency today. The other 
eight countries from eastern Europe 
have made considerable progress to- 
wards convergence criteria, though at 
different paces. 

Though the euro is a decade-old cur- 
rency, its origin dates back to the 1970s 
when the removal of the Iron Curtain 
(according to Wikipedia, the ‘Iron Cur- 
tain’ was the symbolic, ideological and 
physical boundary dividing Europe into 
two separate areas from the end of 





Union policy makers hoped that monetary union would over 
time contribute to further economic and financial integration 
that would in turn lift the growth potential of the area. 


World War II to the end of the Cold War 
roughly from 1945 to 1991) and the re- 
sulting political doldrums promptec 
the common goal setting in Europe. Anc 
in October 1990, the reunification o: 


The Road to Euro 
The Euro Members 
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Ten years after the birth of the euro area the most impor- 
‘ant achievement of the ECB is to have delivered on the price 
stability objective. Early on, it defined price stability as “be- 
low but close to 2%”. Since the beginning of 1999, inflation in 
the euro area has on average been 2.1%. 

The second biggest achievement of the ECB was to deliver 
the low inflation objective without initial output loss, mainly 
because the ECB managed to gain credibil- 
ity, more or less from day one. This was pos- 
sible because it insisted on converging on 
the best benchmark among the former na- 
tional currencies, not the average. This was 
most clearly manifested in the fact that euro 
area government bond yields rapidly con- 
verged on the low level that had prevailed in 
Germany. 

If we look at the more general economic 
performance of the euro area, the picture is 
more mixed. However, such survey begs the 
question of what might have happened with- 
out the euro? Furthermore, here we enter ar- 
eas where other factors than monetary policy 
are predominant, not least structural reforms. 

Looking at key economic variables, we 
see that employment has increased signifi- 
cantly and unemployment has fallen from 10% in 1998 to 
7.4% in 2007. GDP growth over this period was, however, 
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Euro @ Ten 


The evidence that monetary union in Europe has pre- 
moted internal economic integration and trade is not yet 
strong, although there is some anecdotal evidence to support 
it. However, this is a slow moving process and 10 years is not 
a long time when it comes to changes in underlying economic 
structures. The track record on structural reforms is some- 
what more disappointing as the initial hope that monetary 
union as such would provide strong impetus 
has not materialized. 

The outcome is more impressive when it 

comes to financial integration, in particular 
in those markets that are most important 
for the implementation of monetary policy, 
especially money and bond markets. How- 
ever, it is less advanced in areas like retail 
banking. 
Mohan Murti: At the time of the launch of 
the euro, many people thought that it would 
crash and burn. But 10 years on, since its 
inception, its role as a global reserve cur- 
rency has become more secure. Though euro 
in its early life hit record lows vis-a-vis USD, 
now it is the dollar that is on a free fall. 

The growth rate in the euro area in the 
first decade of its existence has been modest 
and a staggering 16 million new jobs have been created. In 
addition, the inflation rate in the eurozone, under the able 


lower than in the US (2.2% versus 2.9% per annum) and pro- 
ductivity growth even more so (0.8% versus 1.6%). 


Germany spelt serious macroeconomic 
ramifications and contributed to ten- 
sions and turbulence in the European 
Exchange Rate Mechanism (ERM). 
This eventually led to the go-ahead for 
monetary union in Europe, as laid down 
in the Maastricht Treaty signed in 
1992. From then onwards, EU mem- 
bers who are desirous of joining the euro 
area must comply with the convergence 
criteria related to price and exchange 
rate stability, interest rates, govern- 
ment net borrowing and government in- 
debtedness to qualify for euro-area ac- 
cession. In order to be a part of the euro, 
member states have to meet strict cri- 
teria such as a budget deficit of less 
than 3% of their GDP, a debt ratio of 
less than 60% of GDP, low inflation, and 
interest rates close to the EU average. 
One additional criterion of Maastricht 
Treaty is to keep the exchange rate 
within the bands of the ERM II system 
of exchange rate for a continuous period 
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oftwo years. And the Treaty obliged cur- 
rent members to join the euro; however, 
the United Kingdom and Denmark ne- 
gotiated exemptions from that require- 
ment for themselves, whereas Sweden 
turned down the euro in a 2003 referen- 
dum, and has avoided the requirement 
to join the euro area by not meeting the 
membership criteria. The formation of 
euro also led to the adoption of the Sta- 
bility and Growth Pact (SGP), the core 
of EMU’s fiscal framework, in 1997, 
which fixes rules for fiscal policy and 
penalties if these rules are breached. 
Concretely, countries are required to 
move towards and sustain a fiscal posi- 
tion which is close to balance or in sur- 
plus over the medium term. 


The first decade’s feats 

The launch of the euro has undoubtedly 
been one of the most important achieve- 
ments of a hugely complicated political, 
legal and technical process. It also sent 


guidance of the ECB, has been under control—which is cur- 
rently lower than it was before the establishment of the mon- 


a clear political signal to the rest of the 
world that Europe was capable of tak- 
ing sweeping decisions to shape a com- 
mon future for a continent that has been 
plagued severely by wars and political 
upheavals. But today, Eurozone has 
bolstered its position and is treated 
with reverence across the globe. Though 
economic growth has been around mea- 
ger 2% in the first decade, employment 
growth and fiscal performance have 
been impressive; real interest rate and 
inflation have also been under control. 
In the first decade, the euro area wit- 
nessed a massive growth in employ- 
ment—with the creation of 16 million 
jobs and the unemployment rate declin- 
ing from 9% in 1999 to an estimated 7% 
in 2008. This has been made possible 
particularly by the measures taken un- 
der the Lisbon Strategy which are 
aimed at reforming the labor market. 
This is indeed a commendable achieve- 
ment despite the fact that growing 
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etary union. The aim of the central bank is to keep the average 
inflation rate in the region below 2% in the medium term. 
Rodney Wilson: The performance has been satisfactory. 
Many predicted that the curo would be a weak currency, but it 
has proved to be strong. More countries are adopting euro and 
this demonstrates its success. 


What led to the formation of euro? And what were 
the initial hiccups that euro had undergone? 
Charles Wyplosz: Most European coun- 
tries—and the UK stands as a counter-ex- 
ample—have long been attached to stable 
exchange rates. This is why, since the 1970s, 
they adopted increasingly tighter coopera- 
tion arrangements. By the end of the 1980s, 
the Deutsche Mark, the German currency, 
hac become Europe's standard. Going from 
there to a common standard was the natu- 
ral next step. 

The Germans were not too happy about 
giving up a currency that had served them 
well. They wanted the euro to be as strong as 
the DM. The first thing that happened after 
the euro was introduced was that it depreciated against the 
US dollar. Worryingly, the euro was weak. Then, it started to 
appreciate to the point where it is now perceived as too strong. 
Crities blame the European Central Banks, but the truth is 
that it is the dollar that fluctuates. 

Mohan Murti: In June 1988, when the European Council first 
laid out the intent of binding Europe together in a ‘picture 
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perfect’ currency union, many believed it would never glimpse 
the glow of day. ) 

The ‘Delors Report’ —named after Jacques Delors, the 
then-president of the EC—proposed a three-stage road to Eu- 
ropean Monetary Union. 

An important development took place on June 1, 1998, 
when the EU created the ECB to oversee the launch of the 
single currency and set common monetary 
policy across the eurozone. 

Consequently, the ECB replaced the 
German central bank, or Bundesbank, as 
Europe’s most potent rival to the Federal 
Reserve of US. 

From a launch level of $1.17, the euro 
dropped to a low of just under 83 cents in 
autumn 2000. Since then, the currency has 
been a European success story and has con- 
tinually strengthened against the dollar, ~ 
Rodney Wilson: Separate currencies for 
each European country increased transac- 
tion costs, resulted in exchange rate uncer- 
tainty and inhibited internal European 
Union trade. India has a Single currency, so 
why not Europe! There were some rounding up of prices by up 
to 3% as the euro was adopted, but this was a one-off effect. 


How do you see the performance of euro as a Currency in the first 
decade of its operation? How EMU was able to maintain appreciating 
currency as well as export-competitiveness? 

Charles Wyplosz: The euro is gradually becoming an interna- 


numbers of people are approaching or 
exceeding the retirement age. Again, in 
the first 10 years, the average inflation 
has been largely on a par with the ECB’s 
benchmark price stability of close to 2%. 
In fact, the average inflation declined 
from more than 9% in the 1970s to 
around 2% in the first decade of the 
euro—one of the lowest on record in post- 
wer history. The fiscal deficit declined to 
0.6% of GDP last year, compared with an 
average of 4% in the 1980s and 1990s, 
and financial integration has alse con- 
tinued at a brisk pace, with the 16 larg- 
est banking groups holding more than 
25% of their assets outside their home 
countries. This has essentially been the 
result of the efforts consented to by euro 
area candidates to meet the Maastricht 
‘riteria, which turned out to be a power- 
ul incentive for making considerable 
ogress towards maintaining macro- 
conomic discipline. 
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By securing economic stability in 
Europe, EMU has ended the internal 
currency turbulence within the euro 
area and made Europe more resilient to 
outside shocks. Budget balances have 
considerably improved in less than a 
decade of economic and monetary union. 
And in the majority of the euro area 
countries, government debt has also 
been reduced. The euro has delivered 
new opportunities for the development 
of financial markets and has fostered 
deeper and more liquid bond and money 
markets in Europe. Finally, EMU’s suc- 
cess is marked by the rising number of 
member states joining the euro area. 
Four new countries have joined the 
original 11 members, with more wait- 
ing to join them. 


Euro as a currency in the first 
decade 
At the time of the launch of euro, it was 


fraught with suspicions and it was fore- 
cast that it would not match the US 
dollar’s hegemony. But in reality, 


within a short span of a decade, the euro - 


quickly emerged as the second most im- 
portant international currency alongside 
the US dollar, and the ECB has estab- 
lished itself as a credible central bank 
and plausible rival to the Federal Re- 
serve. Kuro-denominated international 
debt securities outshone those of the US 
dollar in 2004, while the percentage of 
euro-denominated bank loans issued by 
euro area banks to non-euro area borrow- 
ers now stand at handsome 36% as com- 
pared to 45% in USD. Now, the euro is 
the second most actively traded currency 
in the world, and is used in more than a 
third of all foreign exchange transac- 


tions. The official use of the euro has also 


increased significantly, with the world- 
wide share of disclosed reserves denomi- 
nated in euro rising from 18% in 1999 to 
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tional currency. This is bound to be a very slow process unless 
something dramatic happens in the US and the dollar loses its 
dominating status. Its current weakness is a step in this direction, 
but I can’t expect any spectacular change in the near future. 

The euro’s current strength undoubtedly hurts European 

producers. But this is not a euro problem, it is a worldwide 
problem. 
Mar Gudmundsson: Currencies go up and 
down depending on the relative cyclical posi- 
tion vis-a-vis the rest of the world, interest 
rate differentials and other factors such as 
current accounts and international invest- 
ment positions. The euro is no different, and 
although it has been appreciating signifi- 
cantly in the last few quarters it began its 
life by steadily depreciating against the 
USD. 

The recent appreciation of the euro has 
of course eaten into the export competitive- 
ness of the euro area. However, in several 
countries, not least in Germany, it has been 
compensated by other factors like rapid pro- 
ductivity growth in the export sector and, 
until recently, low wage increases. In those 
countries, where there has not been such fa- 
vorable developments of unit labor costs, the appreciation of 
the euro has been felt with full force. In the most recent period, 
Italy and Spain are clear examples of that. 

Mohan Murti: Ifa currency’s worth is a measure of confidence 
in an economy and its central bank, then the Europeans and 
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the ECB are clearly emerging as the winners. A few weeks 
back, the euro climbed to a new record high of $1.60. 

But, certainly euro appreciation doesn’t help exports to: 

remain competitive. But thanks to increasing trade in the 
eurozone, Germany, for instance, is becoming less dependent 
on the US dollar exchange rate. Euro is increasingly being 
used for trading with the Gulf countries. Instead of the word 
‘petro dollars’, another word ‘petro euros’ is 
nowadays commonly used. 
Rodney Wilson: The appreciation has re- 
flected the weakness of the US dollar, not the 
strength of the Eurozone. If the US economy 
is better managed under a new president, 
then a reverse is likely with dollar apprecia- 
tion which should ease pressures on Euro- 
pean exporters. 


How have the member nations of euro been able to 
adhere to strict prescriptions of Eurozone? 
Charles Wyplosz: Monetary policy is con- 
ducted by the ‘federal’ European Central 
Bank, whose strong constitutional indepen- 
dence puts it beyond the reach of national 
governments. As a result of the Stability and 
Growth Pact, national governments are re- 
quired to run close to balance budgets, and many have failed 
to do so. In several countries, fiscal indiscipline is a perennial 
problem. At the same time, the logic of imposing a fiscal rule 
is highly controversial. It is not clear what is worse: fiscal 
indiscipline or a poorly thought-through Stability Pact. 


over 25% in 2007. Similarly, the impor- 
tance of euro as a trade invoicing or 
settlement currency has risen to reach 
more than 50% of the euro area’s exter- 
nal trade. The euro has also become very 
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important in many other countries, nota- 
bly euro area candidates and neighbor- 
ing EU countries, about 60% of whose 
trade is now invoiced in euro. 

However, the initial days of euro 
were tough. Germany, the once ‘sick 
man of Europe’ was not willing to give 
up Deutsche Mark (DM) that had ear- 
lier served them well. They wanted the 
euro to be equally strong as DM. What- 
soever, soon after the launch of the euro 
on January 1, 1999, the exchange rate 
quickly fell against other major curren- 
cies. Against the USD, it reached a low 
in June 2001, at €1 = $0.85. The ex- 
change rate started to recover in mid- 
2002. And again in 2005, the northward 
movement of euro came to a temporary 
halt, but quickly it resumed its upward 
trend and reached a temporary high of 
€1 = $1.60 in March 2008. However, 
many experts attribute this apprecia- 
tion of euro to the weakening of USD. 


They opine that if the US economy is 
better managed under a new President, 
then a reverse is likely to happen with 
dollar appreciation which should ease 
pressures on European exporters. But 
interestingly, the euro rise has not acted 
as a major deterrent to the export com- 
petitiveness of the eurozone. It is esti- 
mated that, on an average, in the 2001- 
2006 period, 0.8% point was shaved off 
the euro area exports each year by ap- 
preciating euro. And over the same pe- 
riod, strong world demand contributed 
6% points to annual euro area export 
growth. And consequently, despite the 
rising euro, the trade balance in the 
euro area has also been slightly positive 
every year since the inception of the euro 
in 1999. But obviously, a combination of 
a further euro appreciation and a slow- 
down of the global economy could weigh 
more heavily on euro area exports in the 
near-term. 
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Mar Gudmundsson: It is debatable how strict these pre- 
\ scriptions really are. According the the Stability and Growth 
_ Pact that was adopted in 1997, member countries should aim 

to keep finances of general government (local, state and fed- 
eral governments) close to balance over the medium-term and 
as a general rule a deficit should not go over 3% of GDP. In 
addition to the reference value on the deficit, gross debt is 
supposed to be below 60% of GDP or approaching it from 
above. This should create significant room for automatic sta- 
bilizers to work, provided that countries would swing into sur- 
pluses during periods of strong booms. Then, there are exemp- 
tions in cases of significant recessions. 

Whether these prescriptions are strict or not, the fact is 
that several member nations have on occasions not adhered 
to them. In 2007, however, all member countries of the euro 
area had deficits that were lower than the 3% reference value. 
That was the first time since the euro area was established. 

™Mohan Murti: The SGP was signed in the mid-1990s on 
the insistence of the German government which was con- 
cerned about fiscal laxity in the so-called Club Med coun- 
tries (Greece, Portugal, Italy and Spain) which were about 
to join the Eurozone. Countries must keep their govern- 
ment budget deficit below 3% of gross domestic product, 
maintain low inflation, and produce a domestic surplus. 

Public debt can account for no more than 60% of GDP. 

Despite the undeniable successes, the growing diver- 
gences in competitiveness between euro area countries il- 
lustrate that not all countries have adjusted well to the new 
reality. Since 1998, countries like Italy, Spain or France 
have lost between 15% and 25% of their cost competitive- 


First decade’s defeats 


ness vis-a-vis Germany or Austria. Of course, it was clear 
from the very beginning that sharing a single currency and a 
single monetary policy between sovereign nations with dif- 
ferent socio-economic structures and with limited coordina- 
tion instruments would be challenging. 

Rodney Wilson: By keeping fiscal deficits low, although this 
is currently challenging for France and Italy. Ironically it is 
Belgium, the country at the center of the European Union, 
which has experienced the greatest difficulties in managing 
tax receipts and controlling government spending. This is be- 
cause of the weakness of its central government and the diffi- 
culty in controlling spending by its regional governments. 


What are the challenges for euro in the next decade? 

Charles Wyplosz: The Stability Pact is likely to periodically 
emerge as mission impossible. It was reformed once in 2005, 
and it will have to be reformed again. Economic rigidities in 
some countries may lead to continuing poor economic perfor- 
mance, which can result in political tensions within the 
Eurozone. Financial market regulation and supervision re- 
main in national hands, but financial instability may spread 
across the continent. Many of the new members of the EU 
remain outside the euro area, which can lead to speculative 
attacks. 

Mar Gudmundsson: The ECB and, more broadly the euro 
area, will face several key challenges in the coming decade. 
Some of those challenges will be global and common with 
other major central banks, others will be more specific to the 
euro area. Near-term challenges shared with other central 
banks include how to set the monetary stance in conditions 


Although the overall performance in 
the first decade of euro has been im- 
pressive, yet all is not hunky-dory. Ac- 
cording to an estimate by the EC, on an 
average, real per capita GDP grew at 
meager 1.6% between 1999 and 2008, 
down from 1.9% between 1989 and 
1998 and well below the 2.2% in Den- 
mark, Sweden and the UK, the three 
established members of EU who are 
outside the Eurozone. Though the per- 
formance in the employment front has 
been splendid, productivity growth has 
plummeted from 1.5% in 1989-1998 to 
around 0.75% in 1999-2008. This is in 
sharp contrast to the rapid productiv- 
ity growth observed in the US over the 
same period. Moreover, there have 
~ been sharp divergences across coun- 
tries in terms of inflation and unit la- 
bor costs. This has resulted in weaken- 
ing competitiveness and hefty external 
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imbalances, which in EMU require 
long periods of adjustment. The obvi- 
ous conclusion, then, is that although 
the Eurozone is a triumph as a mon- 
etary union, yet the economic leg of it 
has not developed much. At the very 
least, its creation has not caused the 
acceleration in dynamism that propo- 
nents hoped for. 

Moreover, globalization further 
compels the euro area to take an effec- 
tive role in global economic and finan- 
cial governance. Food and energy prices 
are on the rise, spurred by the fast 
growth of the global economy and 
changing consumption patterns in 
emerging economies. Climate change 
is also having a growing economic im- 
pact. These concerns may act as growth 
deterrents and could impair the distri- 
bution of income and wealth among the 
member states. A complicating factor 
is that the tasks of containing climate 


change and keeping a lid on food and 
energy prices may not be easily 
achieved simultaneously. These prob- 
lems can affect euro area countries dif- 
ferently, adding to the need to ensure 
the smooth adjustment to shocks. 
Meanwhile, the population of the euro 
area, as elsewhere, is rapidly ageing. 
As a result, the portion of the popula- 
tion dependent on pensions will in- 
crease, simultaneously reducing the 
economic growth potential. Ageing will 
also make a relatively large demand 
on public spending, and unless reforms 
are made in the pension and health 
systems, it will increase the share of 
public expenditure in GDP by an esti- 
mated 4% over the next four decades. 
Another potential source of diffi- 
culty lies in the expansion of the euro 
area. Pegging to the euro is deemed as 
an external anchor that can give a pow- 
erful anti-inflationary credibility. 
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where inflationary pressures are increasing at the same time 

as there are significant downside risks to growth. Another 

such challenge is how to normalize monetary operations when 
we exit from the current financial crisis in key advanced 
economies. How the ECB handles these challenges might af- 

_ fect its standing and credibility going forward. So far it has 

come out strong on both counts during the current financial 

turmoil. 

Among more longer term key challenges facing the euro 
are the following: 

e Further enlargement. 

e Structural reforms and the reduction of market rigidities. 
Such reforms would also help in dealing with the chal- 
lenge of divergences between national economies. 

e Further financial integration, especially in the area of re- 
tail banking. 

e Building the architecture for euro area wide prudential su- 
pervision and crisis management for cross-border banks. 

e The international role of the euro. 

We see from this that the euro will not lack challenges in 
the coming decade. How they are dealt with will significantly 
affect the future of the euro. 

Rodney Wilsen: To set interest rates at levels suitable for 

the differing inflation rates in the various member states. 

Low interest rates have helped Ireland’s economic growth for 

example, but they have caused inflationary pressures, espe- 

cially in the housing market. 


Any cther comments? 

Rodney Wilson: Hopefully, the UK will adopt the euro, but I do 
not anticipate this in the short or even the medium-term. The 
Laber Party under Tony Blair could have joined at the launch of 
the euro, but Gordon Brown as Chancellor was opposed to it. 
Now he is the Prime Minister, so the entry will not happen. 
Unfortunately, if the Labor Party loses the next election in 2009 


or 2010, the Conservatives are even more unlikely to participate 
in the euro, given that they are anti-Brussels. 

The future of sterling is uncertain however, as it has re- 
cently declined against the US dollar and the euro. The UK 
economy is very much dependent on London’s role as an inter- 
national financial center, but the global credit crunch has had 
a very negative impact, and the British government finances 
have deteriorated. Another sterling crisis is the most likely 
factor to encourage the UK to join the euro, a negative rather 
than a positive reason. 
Mohan Murti: The introduction of the euro has been a bril- 
liant technical achievement. European consumers have 
quickly adapted to the new system. Barely a whimper has 
been heard about the demise of the D-Mark, French franc and 
10 other legacy currencies. 

Much credit should go to the Frankfurt-based ECB. For Eu- 
ropean business, setting up a single currency—for 11 member 


states in 1999 and becoming 16 with the addition of Slovakia in ~ 


January 2009—is an indisputable success. Europeans are 
proud of the euro, which is one of the most important currencies 
in the world and continues to gain ground against the US dollar. 
This international status is a strong asset for European compa- 
nies in both their trade relations and in their access to the global 
capital pool. For instance, around 60% of euro area exports with 
the rest of the world are billed in euros, and close to 50% of 
international bonds and notes issued across the globe are de- 
nominated in euros (against 35% in US dollars). 

Companies can operate in a market of 320 million people 
facing no exchange risks, fewer cross-border costs and more 
transparency. In addition, the euro has created a momentum 
towards financial market integration across the wider EU. 
Consumers have greatly been benefitted from monetary union, 
which has created an environment contributing to low inflation 
and significant job creation, and made the internal market a 
reality for ordinary citizens when travelling or shopping. 


However, the extension of euro to new 
countries will create new challenges. 
This issue has already been widely de- 
bated in regard to the adoption of the 
euro by the Baltic states (Estonia, 
Latvia and Lithuania). The new mem- 
ber countries are growing emerging 
market economies, which experience 
and will continue to experience rising 
inflation as prices for services rise. On 
the other hand, the mature markets of 
the west are likely to witness periodic 
bouts of deflation and worry about the 
excessively tight ECB policy. The EU re- 
quirement that these two types of coun- 
tries (emerging central European mar- 
kets on the one hand and the mature 
economies of western Europe on the 
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other) should have a single currency or 
permanent fix is likely to produce seri- 
ous problems in one or both. 


The next decade’s agendas 

The experience of the first decade of 
EMU, while successful on the whole, 
reveals a number of shortcomings 
that need to be addressed. It is very 
much necessary to consolidate the 
hard-won macroeconomic stability 
that has been brought within the first 
10 years of the euro. Now despite, the 
good results in terms of low budgetary 
deficits and fiscal discipline in the 
first decade, it is important to main- 
tain overall macroeconomic and finan- 
cial stability in the second decade 


also. Some member states, albeit 
with healthy public finances, can still 
face large current account deficits or 
may experience inflationary spirals. 
These kinds of developments within 
member states, such as the growth of 
current account deficits, persistent di- 
vergence in inflation or trends of un- 
balanced growth, need to be controlled 
strictly given that the growing inter- 
dependence of euro economies mean 
that these developments represent a 
concern not just for the country in 
question but for the euro area as a 
whole. Again, the evidence of the first 
10 years of EMU indicates that finan- 
cial integration is beneficial for 
EMU—as it can help absorb macro- 
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economic shocks by providing risk- 
sharing opportunities and fostering 
reallocation of resources. So what is 
required is a broader surveillance of 
the existing euro area and the candi- 
dates so that the divergence between 
euro countries does not grow out of 
proportions. 

Well-functioning labor markets are 
essential in the euro area to quickly 
adjust in a globalized economy and el- 
evate growth potential in the face cf 
ageing populations. Greater flexibility 
in wages across industries, occupa 
tions and regions, and investment in 
human capital are instrumental in er- 
hancing competitiveness and allowing 


The euro has been a monetary masterstroke and 
is a triumph of brilliant monetary engineering. 


the smooth reallocation of resources in 
the event of adverse shocks. Further, 
efforts are also needed to augment the 
efficiency and liquidity of the euro area 
financial markets. This would ease 
economic adjustment through risk 
sharing and diffuse the benefits ef 
single monetary policy across the euro 
area. 

Finally, the success of the euro as an 
international reserve currency and the 
combined strength of the euro area 
econcmy have changed the rules of the 
game for the members of EMU and 
their trading partners. The euro area 
must therefore set up a comprehensive 
international strategy matching with 
the global status of euro. Following a 
successful first decade, the euro area, 
which already provides a stability an- 
chor “or its neighbors, is now called upen 
to develop a clear and all-encompassing 
strategy on international economic and 

Though the euro has defied maay 
critics to become an economic success 
story, most experts recognize that, po- 
litically, it is still punching below its 
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weight. Now it has to play a more active 
and assertive role in taking the common 
currency on to the global stage. It has to 
speak with a single and reassuring 
voice on exchange rate policies and as- 
sume its responsibilities in financial 
stability and macroeconomic surveil- 
lance issues. The need of the hour is to 
consolidate its representation and ulti- 
mately obtain a single seat at Interna- 
tional Monetary Fund (IMF). This is an 
ambitious target, and its success will 
depend primarily on building a more ef- 
fective system of euro area governance. 


The imminent future 
By many yardsticks, EMU and euro 


have been a resounding success. Ten 
years into its existence, it has ensured 
macroeconomic stability, fostered eco- 
nomic integration in Europe, become 
more resilient to adverse shocks and 
become a regional and global pole of 
stability. Yet, fissures have cropped up 
in the EMU which are now threatening 
to widen. Four important member 
states, Spain, Greece, Portugal and 
Italy are currently battling with dissi- 
pating competitiveness, high prices 
and swelling debt burdens. 

Italy, perhaps Europe’s most wob- 
bly economy, is now facing escalating 
labor costs, declining exports and a 
widening public debt. Its old remedy 
for tough times would have been to de- 
value the lira. But now, since it is tied 
to the mighty euro, it cannot do that. 
Instead, it probably has to suffer a re- 
cession and rising unemployment, 
something the newly elected Italian 
Prime Minister Silvio Berlusconi does 
not want. And Berlusconi has already 
expressed that he wants the ECB to 
abstain from adopting tighter mon- 
etary policy. In other words, the ECB 


should lower interest rates, which 
would probably deflate the euro some- 


what and make it easier for Italy to sell ’ 


its exportables. The Italian Prime 
Minister has found a comrade in the 
French President, Nicolas Sarkozy, 
who has confronted the ECB several 
times on the same issue. And, as per 
the EU constitution of rotating presi- 
dency, Sarkozy will assume the presi- 
dency of the European Union this year, 
which will definitely provide him a 
ready-made platform to air his views. 

In fact, in the late 1990s, political 
and economic circumstances in Europe 
were such that a monetary union was 
urgently needed. At that time, 
Europe’s leaders set aside national 
concerns for the goal of a common cur- 
rency. Moreover, at that time, there 
was an indomitable political will to get 
into the union. Further, there has been 
a booming global economy in the last 
decade, which made the introduction of 
the new currency a lot easier. 

But now, the situation has changed 
drastically. Global economy has 
started showing signs of slowdown, po- 
litical honeymoon among the European 
leaders have also soured, and big euro 
countries such as France and Italy 
have gone into recession. Now it is hard 
to believe that it is not roughly what 
would have happened if they had stuck 


© 


with the franc and lira. Further, this _ 


Eurozone cannot be described as a de- 
cisive move toward political union. 
Countries that stayed out of the euro, 
such as the UK, have shown no signs of 
joining. 

What was meant to be a temporary 
delay has turned out to be a permanent 
split, creating a two-tier union. Never- 
theless, the euro has been a monetary 
masterstroke and is a triumph of bril- 
liant monetary engineering. But 
within a decade since its birth, the ini- 
tial conditions have dramatically 
changed and the world has undergone 
rapid transformation, thereby giving 
clear signals of more challenging times 
in the next decade.s 


— Y Bala Bharathi and Sanjoy De 
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Sovereign Wealth Fund 


Is India Ready? 





rh, 


Policy makers in India have been caught unprepared for the rapid increase 
in ‘sovereign wealth’. The inflating pool of capital has also increased the 
cost of an overly risk-averse investment Strategy. This is the reason why 
Indian Government is mulling over the options to get the best risk-adjusted 


-return on its wealth. 





ile Brazil is the latest one 

to join the new class of Sover- 

eign Wealth Funds, Japan 

and India are expected to follow suit. 
The Bank of Thailand is also conduct- 
ing a feasibility study about setting up 
a Sovereign Wealth Fund (SWF) and 
the list goes on. Soaring commodity 
prices have created fertile ground for 
state-controlled funds in the recent 
past. Though they have divergent 
goals, their purpose is simple: find ap- 
propriate investment opportunities 
abroad that could bring in greater rev- 
enues in American dollars, because it 
is the currency in which most exports 
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are denominated. The more a country 
converts dollars, the more foreign ex- 
change value will it obtain against its 
rivals. Jan Randolph of Global In- 
sight, global leader in economic and 
financial analysis, says “It’s almost 
become a de rigueur fashion accessory 
to have an SWF. Governments are 
looking around and saying: ‘Others 
have SWF; why aren’t we doing this?” 


Why SWF? 

Cash-rich countries such as UAE, 
Qatar, Kuwait, Singapore and China 
have created SWF as they have cur- 
rent-account surpluses due to the high 


prices of their main export commodi- 
ties. These countries need to invest 
abroad to control the ensuing inflation 
threat, and at the same time, they 
want to reduce the holdings of the US 
currency. Of late, the greenback is con- 
stantly declining rampantly, espe- 
cially after the subprime crisis against 
euro along with many other leading 
currencies. Currency analysts with cli- 
ents in the Middle East say, “As SWFs 
abound, investors have a generally 
graying view of the buck, besides their 
interest in riskier strategies with 
greater returns several decades, 
mostly in the oil-exporting Middle 
East and the cheaper production cen- 
ters of Asia.” According to Global In- 
sight, these countries have state-ad- 
ministered pools of an estimated $3.5 
tn in assets, excluding central bank re- 
serves, with another $4.5 tn held in 
more traditional sovereign wealth. 
Whenever SWF fund managers shift 
reserves out of dollars into other cur- 
rencies, foreign exchange markets shift 
in anticipation. 


Should India set up an SWF? 


India’s plan to set up an SWF has be- 
come a subject of debate in the recent 
past, as it has a different structure of 
both fiscal and current account deficits. 
Whereas SWF funds in other countries 
have resulted from excess reserves of 
central banks and monetary authori- 
ties. These funds essentially help gov- 
ernments maximize returns over the ac- 
cumulating foreign exchange reserves. 
While Singapore earns over 20% annu- 
ally through SWFs investments in di- 
versified assets abroad, India earns 
less than 5% by investing its foreign 
currency reserves in low-risk OECD gov- 
ernment securities and US treasury 
bills. 
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“India should exercise great care in choosing the objectives for its SWF.” 


How do you differentiate SWFs from foreign invest- 
ments? 

John Rutledge: The media is making too 
much of the SWFs. The only difference be- 
tween an SWF and a privately-owned fund is 
the identity of the owner. In practice, it is 
generally not possible to know the true iden- 
tity of the owner of an asset. For example, a 
government agency can make an investment 
in a private corporation, which in turn buys 
an interest in a foreign company. Or, public 
employees can hold assets in a pension fund 
managed by private outside investment 
managers who make foreign investments. It 
is not clear whether these examples should 
be considered SWF investments. Nor does it matter. What 
matters is how the assets are put to use. This is controlled by 
laws and regulations in the country where the assets are do- 
miciled. 

Russell Parera: The main difference between SWFs and 
Foreign investments is the source of money. Typically, SWF's 
are investment entities that manage and invest globally the 
national savings of a country generated by significant trade 
balance surpluses or monetizing natural resources. Whereas 
foreign investment could be through multiple fund sources 
which could be individual or institutional money. 





Dr. John Rutledge 
Chairman, Rutledge Capital LLC, US 





Traditionally, SWF's were known to take 
smaller stakes in larger companies, (typi- 
cally less than 5% to avoid disclosure rules) 
and were passive investors, preferring to 
provide money without asking for board 
seat or management control. 

In the recent past, they have been seen to 
take significant strategic stakes in the lead- 
ing global organizations, bailing them out 
from the effects of the subprime lending cri- - 
sis. Their size, power and reach have made 
these SWFs global financial players. 


SWFs in other countries have resulted from excess 
reserves with central banks and monetary authori- 
ties. However, India is considering setting up an SWF, with a slightly 
different structure against its fiscal and current account deficits. Please 
elucidate. 

John Rutledge: Existing SWFs are of two types: those re- 
sulting from the sale of energy and commodities, e.g., Kuwait, 
Abu Dhabi, Russia and Norway; and those arising as a result 
of economic policies, such as Singapore and China. Their aims 
are quite different. The SWFs of resource-producing countries 
are interested in diversifying their concentrated economic 
wealth. The second group is less interested in diversification 
and more interested in acquiring the strategic assets that 


Being the fourth largest holder of 
forex reserves and with $95 bn reserves 
added in 2007 alone, policy makers in 
India have been caught unprepared for 
the rapid increase in sovereign wealth. 
The inflating pool of capital has also in- 
creased the cost of an overly risk-averse 
investment strategy. This is the reason 
why Indian government is mulling over 
the options to get the best risk-adjusted 
return on this wealth. India, one of the 
few countries with large foreign asset 
holdings, has not created an SWF to en- 
hence its investments. Y V Reddy, Gov- 
ernor, RBI says, “Given the limitations 
placed on the central bank by its man- 
date, it can be held that it will be appro- 
priate to bestow this responsibility on a 
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different sovereign entity. If and when 
the country considers setting up of an 
SWF for the purpose, one of the method- 
ologies could be to fund SWF by pur- 
chasing the foreign exchange from the 
central bank, to the extent required.” As 
such, the management of assets under 
SWF is different from the management 
of the official reserves. Unlike official 
reserves, which are usually held in short 
duration US bonds, the SWF portfolio 
has a product mix of different fixed in- 
come, equity, commodity and realty in- 
struments. 

In 2007 fiscal budget, the Finance 
Minister set aside $5 bn for a Special 
Purpose Vehicle (SPV), India Infra- 
structure Finance Corporation, with a 


mandate to finance infrastructure de- 
velopment projects. It is wholly-owned 
by the government, backed by govern- 
ment guaranteed bonds issued in for- 
eign currencies. Now, India is consider- 
ing setting up a second vehicle to man- 
age its foreign reserves. At present, re- 
turns on the RBI’s reserves are con- 
strained by a mandate which lays em- 
phasis mainly on safety and liquidity, 
whereas an SWF will not have those 
constraints. It will be a public enter- 
prise and required to conform to the ap- 
plicable governance, transparency and 
disclosure standards. 


The concerns remain 


Being the world’s second-fastest-grow- 
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will support long-term growth, such as oil, gas, coal, uranium, 
strategic minerals, experienced management and access to 
advanced technologies. Both types of investors have ex- 
tremely long time horizons. 

India is in a very different position. India has a well- 

developed private sector, advancec technologies, and a large 
pool of trained managers and scientists. But India, like 
China, will require increasing energy re- 
sources in the future. India, however, does 
not have the massive foreign exchange re- 
serves that China has. This makes an SWF 
more difficult for India. 
Russell Parera: Globally, SWFs are usu- 
ally set up from current account surpluses 
generated by significant trade balance sur- 
pluses or monetizing natural resources. In- 
dia has a current account deficit. Also due to 
diversified exports, India lacks any domi- 
nent exportable natural resource, which 
could bring ‘windfall’ gains. Further, a large 
part of India’s capital flows are portfolio in- 
vestments and Foreign Direct Investment in 
established companies. As a result, capital 
account shocks could affect India’s macroeconomic environ- 
ment. Thus, the naysayers argue that India should ideally 
wait till it has surplus current account and a significantly 
improved fiscal position before setting up an SWF. 

Due to the increasing foreign exchange reserves in India, 
it is being proposed to allocate a certain portion of these 
reserves to set up an SWF to generate higher returns than 
those achieved through investments in secure government 
securities like US Treasury bills, where the returns are less 
than 5%. In times of excess capital flows, these returns be- 
come negative as India pays higher than 5% interest rate in 





Russell Parera 
Chief Executive Officer, KPMG, India 





sterilizing excess dollar flows. The proponents of an | 
Indian SWF are encouraged by the returns realized by some j 
of the other existing SWFs like Singapore, who earn over’ 
20% annually by deploying their SWFs in diversified assets 
abroad. 


Do you think that the government's move in setting up an SWF to buy 
energy-generating assets across the world is pre- 
mature? Do you think this strategy would help In- 
dia mitigate the risk of rising oil prices? 

John Rutledge: It is important for India to 
secure adequate long-term energy resources 
to fuel sustained economic growth. Purchas- 
ing energy reserves located in foreign coun- 
tries, however, will not solve this problem 
because the resources remain under the ef- 
fective control of their host governments. 


needs is to shift the structure of the economy 
away from industries powered by petroleum 
toward industries powered by India’s plen- 
tiful supply of human capital. Advanced in- 
formation, education and communication 
technologies will power a vibrant service economy with rising 
productivity and growing incomes. Education, not oil, is the 
key to India’s future. 

Russell Parera: Currently, the government is considering 
permitting Coal Ventures International Ltd. (CVIL), the 
SPV formed by leading metal and mining PSUs to acquire 
coal mines abroad, access to sovereign funds. CVIL is to have 
an initial capital base of Rs 35 bn, to be increased to Rs 100 bn, 
to acquire coal properties abroad including in Australia, Canada 
and Africa. Due to the uncertainty of the nature of the mining 
business and the pressing infrastructure requirements in India, 


The long-term answer to India’s energy ~ 


ing major economy, the proposal of set- 
ting up an SWF in India through which 
the funds could be used to finance criti- 
cal infrastructure needs is not without 
merit. But looking at the characteris- 
ties of countries that have SWFs, key 
concerns are raised about an SWF for 
India. Most SWF countries are re- 
scurce-rich economies, deriving their 
revenues by significantly exporting oil 
and other non-renewable commocities. 
China, a non-commodity exporter, is 
building its corpus, nursing significant 
trade and forex surplus that has be- 
come the source of its SWF. In contrast, 
the current reserves in India are cue to 
capital inflows rather from current ac- 
count surpluses in the country’s bal- 
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ance of payments. These capital flows 
are vulnerable to a greater risk of sud- 
den shift in investor sentiment and 
capital flow reversals. Even the 
country’s export basket is diversified 
and it neither has any windfall earn- 
ings from commodity exports at this 
current juncture. Instead, it is exposed 
to fluctuations in oil prices. However, 
India faces the opposite situation than 
the one that confronts Kuwait or Abu 
Dhabi. More importantly, the country 
has a negative International Invest- 
ment Position (IIP) with liabilities far 
exceeding assets and is calling out for 
investments. Investment accounts for 
33% of GDP in India, far below China’s 
43%. 


There are strong views for and 
against the case for an Indian SWF 
within the country. After China Invest- 
ment Corp, an SWF from China, floated 
a $200 bn SWF in the country, the idea 
of setting up such a fund has gained mo- 
mentum. Rajiv Kumar, Director and 
Chief Executive, ICRIER says, “A sig- 
nificant part of our capital inflows are 
either in the nature of portfolio flows 
that can surely flow out, though their 
value decreases sharply, or debt liabili- 
ties that have to be paid.” So there is a 
significant downside risk in running 
down these balances and investing part 
ofthem in risky equity holdings through 
SWFs. However, those in favor of Indian 
SWFs believe that, given the country’s 
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the government could better deploy the available funds to build 

\ in in India now. This will not only spur the economy 

_ now but also build a platform for future generations. 

-= _ Having said that, India has inadvertently already set up 
an SWF called the India Infrastructure Finance Company 
(IIFC). Owned by the government, with a subsidiary in Lon- 
don, IIFC is mandated to lend to Indian companies to import 
capital goods for infrastructure projects in India, or to co-fi- 
nance External Commercial Borrowings (ECBs) of Indian 
firms in select areas. RBI has provided US$250 mn foreign 
currency corpus to IIFC by issuing 10-year government-guar- 
anteed bonds at Libor. 

Additionally, India is proposing to set up a more tradi- 
tional SWF, which would invest a part of India’s excess re- 
serves in the global markets. The RBI Governor Dr. Reddy has 
suggested the creation of a separate entity or company, which 
will purchase foreign currencies from the RBI, and in turn 

ii in higher risk-higher return assets internationally. 

The SWF is to be managed by an independent entity, and not 
by RBI. 





What are the pros and cons of setting up an Indian SWF? Why is there 
much debate regarding the use of India’s forex reserves for setting up 
an SWF? 

John Rutledge: India’s foreign exchange reserves, at just 
over $300 bn, are a great comfort in today’s volatile currency 
markets, and serve as a powerful deterrent to speculators. It 
would not be prudent to divert a large portion of reserves into 
an SWF. There is room, however, for a small fund, targeted at 
specific objectives. 

Russell Parera: The key pro for consideration, as mentioned 
above, is the potential to generate higher returns on the for- 
eign exchange reserves. Some of the other benefits could be 
that India could gain experience in managing such a fund 


which could help it better understand the operations of other 
SWFs investing in India and also provide India with a plat- 
form to be a part of international discussions to formulate the 
governance code for SWFs. Further, investing internationally 
could provide risk diversification. Another benefit is the op- 
portunity for reciprocal investment. When Temasek was per- 
mitted to increase its holding in ICICI Bank, India and 
Singapore agreed to expand the presence of two banks in their 
respective countries. 

Globally, SWFs are usually set up from current account 
surpluses. India has a current account deficit. Further, due to 
diversified exports, India lacks any dominant exportable 
natural resource, which could bring ‘windfall’ gains. India is 
vulnerable to oil price movements and fluctuations in mon- 
soon-dependent food grains production. 

A large part of India’s capital flows are portfolio invest- 
ments and Foreign Direct Investment in established compa- 
nies. Resultantly, capital account shocks could affect India’s 
macroeconomic environment. 

Hence, it is argued that India should ideally wait till it 
has surplus current account and a significantly improved fis- 
cal position before setting up an SWF. Further, as compared 
to the size of funds available to other SWFs, the corpus being 
considered for the Indian SWF is significantly lower or is just 
a fraction of other SWFs (e.g., China has an SWF of $200 bn), 
which may limit the opportunities that India can acquire 
overseas in a competitive market, thus re-emphasizing that 
the funds could be better utilized for infrastructure develop- 
ment in India. 


Amidst concerns about the transparency of SWFs, what lessons can 
India derive in Shaping an international code of conduct, from the devel- 
opment of global codes, standards and practices with regard to SWFs 
issued worldwide? 


7 


level of foreign exchange reserves, it 
would make sense to set up an SWF 
with the primary objective of earning 
higher returns. 


Lessons to learn 

While there is a possibility to set up an 
Indian SWF, more caution needs to be 
exercised in this regard. The key issue is 
to enhance the regulatory and monitor- 
ing capacity overtime and assess the 
FDI guidelines to grapple with concerns 
about how SWFs can be fitted into the 
domestic policy formulation. As such, 
the country might need a regulatory 
board for SWF to enhance their trans- 
parency by regular audit and public 
scrutiny. Further, it is desirable to em- 
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ploy the country’s leading fund manag- 
ers to manage the country’s wealth. 
There is also a concern that it may be 
too benign to start an SWF given their 
complexity of transactions. As such, 
more robust database on incoming 
flows needs to be developed by the RBI. 
Norway’s SWF provides a model for 
other countries in terms of disclosure 
and transparency. Also, Singapore has 
built an infrastructure to detect high- 
return opportunities, though this took a 
long time to develop, since this proposal 
cannot be designed to restrict itself only 
to sectors such as energy. Experts say 
that India should follow the footsteps of 
Singapore government and similarly 
detect high-potential investment op- 


portunities overseas. The SWF invest- 
ments should be purely based on com- 
mercial considerations and not on geo- 
strategic grounds. 

Higher returns on foreign exchange 
reserves could boost investment income 
and favorably affect the fiscal deficit. 
Further, by establishing an SWF, the 
country can secure its future energy 
needs. Rajeev Malik, Executive Direc- 
tor, JP Morgan Chase Bank, Singapore 
says, “The SWF could parcel out money 
for boosting the local fund management 
industry investing in overseas markets. 
The limitation of the twin deficits, i.e., 
fiscal and current account deficit, is le- 
gitimate but should not hinder ear- 
marking a small amount for an SWF, 
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ETAR Rutledge: There are many examples of SWFs having 
_ difficulty making investments in other countries due to lack 
_ of sensitivity to local political pressures. These examples 
include Dubai’s attempted investment in the US ports; 
_ CNOOK’s failed investment in UNICAL; and Huawei’s re- 
cent failed investment in 3COM—all of which ran into po- 
-litical opposition that ultimately made them fail to achieve 
_ their objectives. India’s positive political relations with 
_ other countries will give them an advantage over SWFs in 
the Gulf region and Asia. I believe it is in India’s interest to 
manage an SWF fund in a completely transparent manner, 
with the highest international standard of conduct. Ex- 
amples of this are Norway and Singapore. Transparency 
and restricting investments to long-term holdings will 
greatly reduce political opposition in target countries. They 
will also result in lower acquisition prices and improved 


long-run returns. 


Russell Parera: Some of the key concerns include lack of 
transparency and accountability, conflict of interests, poten- 
tial insider trading and reduced regulatory effectiveness. 
Questions have been raised that while these funds provide 
welcome liquidity, whether these funds are being used for 
strategic purposes by governments and whether the motive is 
beyond simple financial objectives. Politicians, especially in 
the US and Europe, have been worried on this count, espe- 
cially after Dubai’s bid for the perts operator Peninsula and 
Orient, and China’s takeover bid fer Unocal, a Californian oil 
company. Both these deals ran into trouble and received 


negative publicity from the media. 


To address some of these concerns, IMF is working with 
the SWFs to develop a code of conduct, which will include 
disclosure, reporting, transparency and governance. The code 
is expected to be drafted by October this year. India by becom- 
ing a participant in these discussions can benefit from the 
learnings and experience of existing SWFs. 


which should follow high standards for 
governance, transparency and disclo- 
sure standards.” 


A word of caution 

India has been welcoming SWFs’ in- 
vestment in companies, but it blocked 
Temasek from increasing its stake in 
ICICI Bank recently because it already 
held 3% stake in it. Likewise, the gov- 
ernment could intervene and may im- 
pose restrictions in areas of strategic 
national interest. The IMF is expected 
to come out with proposals for a code of 
best practices in the management of 
SWFs, which will include disclosure, 
reporting, transparency anc gover- 
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troubles? 


Do you see SWFs as rescuers of the world economy from its current 


John Rutledge: The role of SWF is not to solve the world’s’ 
short-term problems. However, it can play a very positive 
role in the global economy by providing a stable source of 
capital for growing companies and countries. SWF will grow 
as a factor in global capital markets in the coming years. 
Rising protectionism—both in the form of restricted im- 
ports and restricted foreign investment—is the greatest 
risk to global growth today. It is important for SWF to be 
sensitive to these protectionist pressures as they approach 
foreign acquisitions. 

Russell Parera: The SWF model has been in existence for 
over 35 years now. The capital crisis in the US has provided 
these SWFs attractive investment opportunities and pushed 
them into the limelight. Since last year, when the subprime- 


mortgage crisis unfolded, SWFs have mobilized almost $69 


rescuers. 


bn to recapitalize the world’s biggest banks. Not even the — 
world’s largest private equity funds would have been able to 
easily raise this required capital and hence SWFs are seen as 


It is estimated that currently SWFs have a corpus of 
around $5 tn. More than 25 countries, including nations as 
diverse as Botswana, Australia, Iran, Singapore, Brunei and 
Kazakhstan, have become a part of the global SWF club, in- 
vesting their foreign reserves overseas. With a shift from tak- 
ing conservative, liquid positions in companies, to more ag- 
gressive, larger, riskier stakes, SWFs could impact the finan- 


cial markets considerably. They are expected to become an 


nance. Efforts for developing such code 
for hedge funds too are underway. 

Australia recently became the first 
developed country to officially articu- 
late a set of principles which would be 
applied to scrutinize SWF invest- 
ments. Indeed, India cannot be left out 
of the race. Especially, when countries 
like China successfully deployed 
SWFs to improve their access to natu- 
ral resources by buying stakes in Af- 
rica. 

However, experts suggest an SWF 
should not be treated any differently 
from any foreign PSUs. Applicable caps 
on foreign investments, takeover rules 
and the competition commission should 


important asset class, influencing private equity funds as 
more SWF start taking stakes in private equity funds along 
with making direct investments in companies. India cur- 
rently does not recognize SWFs as a separate distinct cat- 
egory from hedge funds and private equity. It may be prudent 
for India to capture the inflows from this source. 


be able to address the concerns on in- 
ward foreign investments, if any. Accord- 
ing to them, there is no harm in actually 
setting up an SWF. If not more returns, 
at least it will lead to more transparency 
in its functions and performance. Also, a 
professional management team, and not 
a mere department in RBI, is required to 
handle the increasing forex reserves. 

In the days to come, as further accu- 
mulation of forex reserves is a certainty, 
it would be wiser to introduce at least 
some improvements in the management 
of these funds.» 


— N Janardhan Rao and V Ratna 
Reference # 01M-2008-07-03-01 
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The Indian real estate sector has neverhad it so good. Indeed, the 
sector grew by leaps and bounds | in thedastfew. years. Billions of 

Were pumped into. the sector as investors, 
local as well as foreignefs; chased the ‘Build india’ story. However, of 
late the odds are only adding up against the sector. The mortgage 






crisis in the US and the subsequent global liquidity crunch, and now 


the growing inflationary pressure on account of the soaring food and oil 
prices that have pushed inflation to its highest level in a decade, 
combined with hardening interest rates, threaten to make the going 
tough for the domestic real estate sector in the days to come. Amongst 
the positives are the facts that India needs more cities, more power 
plants, bridges, flyovers, and roads, i.e., in essence, a lot of 

` infrastructure. What is the ground reality for Indian realty? 





Indian Real 


ill a year ago, the Indian real e! 

tate sector appeared to be on 

great surge. A surging domest. 
economy, rising disposable incomes, rv 
bust rupee, and entry of foreign propert 
developers pushed up demand for corr 
mercial and residential properties t 
their record levels. All these appeare: 
to be the kind of catalysts the country’ 
real estate needed for long to transforr 
itself, after being dubbed as moribun 
for decades and, more appropriately 
ages. The entry of professionals ha 
helped rewrite the rule of the game is 
the industry. But first, a year long tur 
moil in housing market and subsequen 
credit crunch in the US, and now a com 
bination of rising inflation, stoked by 
higher food and oil prices, and harden 
ing interest rates, threaten to act as ¢ 
major dampener for the sector. In the 
wake of all these, experts now sugges’ 
that a substantial price correction may 
be in the offing for the sector, while 
many others have even gone to the ex. 
tent of suggesting that maybe a slow. 
down is around. Against this backdrop 
the billion dollar question that arises 
is: Are the days of heady growth over for 
Indian realty sector? 

Over the last few years, the real es- 
tate sector has emerged as the invest- 
ment hotspot for investors, domestic as 
well as foreign, as unprecedented rise in 
demand for residential and commercial 
space woke up the industry from its 
deep slumber of ages. Rising disposable 
incomes, a strong Indian middle-class, 
booming IT and ITES along with other 
services and manufacturing sectors, 
easy availability of bank loans, com- 
paratively low rates of interest, and 
government’s friendly policies that in- 
clude tax incentives for home buyers, 
encouraged the demand for home own- 
ership among people, especially, the 
salaried class. True to the expectations 
and given its rub-off effect on other con- 
struction-related industries like ce- 
ment, paint, steel, etc., the real estate 
sector has emerged as the second larg- 
est employer after agriculture and also 
one of the most important components 
of Indian economic growth. The realty 
boom in recent years has spread to both 
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urban as well as semi-urban areas, 
touching new heights, including resi- 
dential, retail and commercial in the 
leading metros. The government's deci- 
sicn to allow FDI into the sector toc has 
encouraged many foreign players to in- 
vest in the Indian realty market in a big 
way. 


Opportunities abound 

The real estate sector in India is 
emerging as the next engine of eco- 
nomic growth going by the fact that it is 
the second largest employer, next only 
to agriculture. It has significant link- 
ages with several other sectors and 
ever 250 associated industries. Ac- 
cording to estimates, every rupee in- 
vested in this sector results in 78 paisa 
being added to the GDP. Accordingly, a 
unit increase in expenditure has a mul- 
tiplier effect and the capacity to gener- 
ate income is as high as five times. For 
instance, if the economy grows at the 
rate of 10%, realty sector has the ca- 
pacity to grow at 14% and generate 3.2 
million new jobs over a decade. The 
sector size is close to $12 bn and grows 
at 30% per annum. Presently, it ts con- 
tributing 5% of the country’s GDP, 
which is expected to rise up to 6% 
within three to four years. 


Most preferred investment 
destination 

In fact, India has even been dubded as 
the most exciting real estate market in 
Asia, given its strong growth potential. 
According to estimates, over the next 
15 years, 80 million units of housing 
and 61 million square meters of office 
space are required, ranging from com- 
mercial, residential, retail, industrial, 
hospitality and healthcare. However, 
the maximum growth is attributed to 
the strong IT sector. Several studies 
indicate that an estimated 70% of the 
new construction is set only for the IT 
sector and it is expected to touch $50 
bn in 2010. 

Merrill Lynch, one of the world’s 
leading financial management and ad- 
visory companies, predicts that the 
Indian realty sector will grow from $12 
bn in 2005 to $90 bn by 2015. Michael 
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Smith, Head of Asian Real Estate In- 
vestment Banking at Goldman Sachs, 
says, “India is the most exciting real 
estate market in Asia. It is one of the 
last major countries in Asia with an 
improving market.” Over the last two 
years, policy changes with respect to 
foreign investment and industry have 
found favor with foreign investors. 
They have already announced about 
$7 bn investment in Indian real estate. 
FDI in real estate is estimated to reach 
$16 bn by 2012 from just $600 mn in 
2006. 

Most of the leading players are eye- 
ing Indian realty market for a wide va- 
riety of reasons, the most important of 
which is the steadily-growing economy. 
This growth is influencing the purchas- 
ing power of people and this in turn cre- 
ates demand for real estate sector. On 
the other hand, global companies are 
relocating their base to India, creating 
more demand for office space. It is esti- 
mated that there is an ongoing de- 
mand for 100 million square feet of of- 
fice and industrial space a year. 

The recent investor-friendly poli- 
cies are allowing foreigners to own 
property in the country. Under the new 
law, the foreign firms can now put up 
commercial buildings as long as the 
projects surpass 50,000 square 
meters (538,200 square feet) of floor 
space. Besides, the ever-increasing 
demand for office space from services- 
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led industries like IT, ITES and BPO 
and other industries like auto-compo- 


nents, chemicals, apparels, pharma- ' 


ceuticals and jewelry are also joining 
the bandwagon. Industry experts say 
these positive attributes of India are 
definitely going to attract more for- 
eign investors in the near future. A 
survey, jointly conducted by the Fed- 
eration of Indian Chambers of Com- 
merce and Industry (FICCI) and Ernst 
& Young, forecasts that the Indian 
real estate industry is poised to 
emerge as one of the most preferred 
investment destinations for global re- 
alty and investment firms in the next 
few years. 


A reality check 

Presently, Indian realty is going 
through tough times with higher inter- 
est rate, which in turn is affecting con- 
sumer spending consequent economic 
slowdown. In the recent past, realty 
deals in most cities have come down 
sharply. While there is a huge poten- 
tial for two-digit growth in the sector, 
banks, property builders and other 
real estate players are feeling the 
pinch of low demand. Adding fire to the 
fuel, the recent downsizing in the IT 
sector due to economic recession in the 
US has added further to the fear of 
property builders. 

The absence of a single regulator to 
monitor business practices and also 
numerous ambiguities in guidelines 
relating to the sector are the potential 
drawbacks. Though the liberalization 
of FDI norms was a significant move, 
there is no suitable exit option for such 
investments. Experts say, “It is ex- 
pected that the need for exit options 
will prompt foreign investors and other 
real estate players to devise financial 
instruments to enable them to divest 
their investments. Creation of these fi- 
nancial products and instruments will 
go a long way in adding depth and ma- 
turity to the sector.” However, there is 
a remarkable opportunity for the sec- 
tor in a growing country like India. In 
the days to come, the encouraging envi- 
ronment will excite both domestic and 
foreign investors and bring about a 
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housing revolution along with world- 
class infrastructure. 

Urban housing 

Though the sector is growing at 30% an- 
nually, the scenario of urban housing is 
not improving and has been crumbling 
with little or non-existent infrastruc- 
ture along with ever-increasing traffic 
and pollution. On the whole, there is no 
proper urban planning in place. The 
country is not geared up to meet the 
challenges of rapid urbanization. The 
chaos on roads in Bangalore is a classic 
axample. Deepak Parekh, Chairman of 
HDFC, says, “While urban planning is 
no doubt essential, our cities need indi- 
vidual attention to become attractive 
investment destinations.” 

Cities around the globe have been 
through major transformations in the 
past decade in order to remain mag- 
nets for business and growth. While 
some have undertaken impressive re- 
development programs, others are cre- 
ating new models such as multi-core 
urban zones to reduce congestion. 
Dubai, Beijing, Hong Kong, Bangkok, 
Tokyo and Singapore are key ex- 
amples. Indian urban growth has to be 
based on careful planning whieh is 
driven by information and geospatial 
technologies. Deepak Parekh opines, 
“Public investments with central help 
and state facilitation need to leverage 
private investments. I think it is time 
that Mumbai was declared a ‘national 
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economic cluster’ in order to tap the 
cluster economies around Mumbai and 
to realize its huge potential as an in- 
ternational business amd economic 
center.” 

Removal of the urban land ceiling 

Experts suggest abolishing the Urban 
Land Ceiling and Regulation Act 
(ULCRA) in all states will help the 
real estate business grow at 14% by 
2011-12 and substantially increase its 
contribution to the country’s GDP from 
the current 4%. On the job market 
front, this will create an additional 
four million jobs and more impor- 
tantly, it also cuts back on property 
prices by at least 40% in the next five 
to six years. Though the Central Gov- 
ernment abolished the Act four years 
ago, it failed to achieve the desired ob- 
jectives. States like Karnataka, 
Gujarat and Punjab, have repealed the 
Act but others like AP and 
Maharashtra are yet to do so. Experts 
say, “The government should provide 
the right incentives for the most appro- 
priate use of land and lay clear guide- 
lines on how it should be used. In India 
land is crucial and accounts for about 
50% of the price of real estate property, 
unlike developed countries, where it is 
lower. If the Indian policy makers en- 
sure suitable land prices, the sector 
will flourish further.” 

Fixing Floor Space Index 

The Floor Space Index (FSI) or Floor 
Area Ratio (FAR) is the ratio of the to- 
tal floor area of buildings in a certain 
location to the size of the land. Accord- 
ing to Wikipedia, the FAR is the total 
building square footage (building area) 
divided by the site size square footage 
(site area). Thus, an FSI of 2.0 would 
indicate that the total floor area of a 
building is two times the gross area of 
the plot on which it is constructed. 

Floor Area Ratio = (Total covered 
area on all floors of all buildings on a 
certain plot)(Area of the plot) 

In India, the availability of FSI is 
very limited and this needs to be in- 
creased immediately. Experts say, “A 
growing shortage of good-quality urban 
real estate in India is beginning to act 
as a dampener on many businesses 
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that might otherwise have strong pros- 
pects.” For instance, in cities with topo- 
graphical constraints like Mumbai, the 
average availability of FSI is the lowest 
in the world. Mumbai, the Island City, 
has an FSI of 1.33, the suburbs have an 
FSI of 1, and other distant suburbs have 
an FSI of 0.7. With population similar 
to that of Mumbai, South Korean city 
Seoul manages FSI very well by apply: 
ing higher standards, making it easie! 
and cheaper to create adequate infra 
structure. 

Lack of variation in FSI across the 
cities is also another concern, which 1: 
in contrast to the situation in mos 
other large cities of the world. For ex 
ample, in the New York city, the highes 
FSI in residential areas is 15, while it i: 
0.5 in the suburbs, a ratio of 30 
whereas in Mumbai, the FSI is 1.33 i 
the city and 1 in the suburbs. Deepal 
Parekh says, “The choice is not whethe 
the FSI should be brought in line wit! 
that of the other large cities of th 
world, but how much and where 1 
should be increased and what mea 
sures need to be taken to support thi 
increase. First, FSI for both busines 
and housing in areas of high accessibi 
ity, i.e., areas around public transpo1 
nodes, which are currently under-ut 
lized, need to be increased.” Howeve 
the increasing availability of FSI i 
India will trigger a general redevelo] 
ment of the area and it also realigr 
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streets and utilities in the area. Going 
u by this, the Central Government has 
made environmental clearances man- 
datory for real estate projects. But the 
process is inconsistent and disorga- 
nized. On the other hand, rental laws 
are outdated and age-old rent control 
laws keep a large part of the urban 
property off the market. The Indian 
Government must immediately intro- 
duce regulatory changes with regard to 
these issues to prevent confusion and 
misuse. 

Habitat planning 

Various studies indicate that there will 
be about five times’ increase in office 
space in the next five years, 200-million 
_ sq ft for organized retail by 2010 and 
over 50,000 new hotel rooms will be 
added during the same period. Despite 
this, the country will have a demand- 
supply gap of 17.9 million housing units 
by 2010. The effective implementation 
of habitat policy is the need of the hour. 
Against this, National Housing and 
Habitat Policy is embracing the concept 
of public private partnership for real 
estate development. The policy intends 
to promote sustainable development of 
habitat in the country and ensure equi- 
table supply of land, shelter and ser- 
vices at affordable prices. Further, it 
aims at providing shelter for all by 
2010. To achieve this target, the Indian 
Government is committed to providing 
‘ two million dwelling units a year. Fur- 
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ther, no income tax is levied under 
Section 80(i) (b) of the Income Tax Act 
for built-up houses for lower and middle 
income group up to a certain specified 
built-up area. Going by this, there will 
be tremendous opportunity for real es- 
tate companies to encash. 


SEZs — Next Frontier 


After multiplexes and mega housing 
projects, Special Economic Zones 
(SEZs) are giving further boost to the 
realty sector in India. Around 28 SEZs 
are operational, including those con- 
verted from Export Processing Zones 
(EPZs) to SEZ. Several upcoming real 
estate players are eyeing SEZs as an 
extension of their business, as they pro- 
vide the office space development for 
commercial purpose, where the land 
comes for lesser price. Moreover, the 
SEZ developer is entitled to a 10-year 
corporate tax holiday. 

To cash in on the ongoing boom, both 
realtors and India Inc. have shown tre- 
mendous interest in developing SEZs in 
the country. For instance, Reliance In- 
dustries is planning a 25,000-acre SEZ 
in Gurgaon and is also the main partner 
in twin SEZs coming up at Navi 
Mumbai and Greater Mumbai, with a 
combined size of 35,000 acres. Though 
many mighty Indian business houses 
are joining the SEZ bandwagon, the con- 
stant revision of SEZ guidelines by the 
Commerce Ministry is creating uncer- 
tainty in the SEZ realty. 


FDI in real estate 
After the liberalization of FDI norms, 
significant foreign investments have 
flown into the sector. The idea behind 
allowing FDI is to meet the growing de- 
mand for the commercial and residen- 
tial space. Earlier, FDI was restricted to 
the development of industrial parks, 
hotels, integrated townships and SEZs. 
Now under the integrated township 
policy, FDI is allowed up to 100% in 
townships, housing, built-up infrastruc- 
ture and construction—development 
projects under the automatic route. 
The government also encouraged 
several large financial firms and pri- 
vate equity funds to launch exclusive 


funds for further growth. One of the 
most important developments in the 
sector is the launch of Real Estate Mu- 
tual Funds (REMFs) or Real Estate In- 
vestment Trusts (REITs). Experts be- 
lieve that “REMFs and REITs will 
definitely ensure more availability of 
funds to the developers and faster 
growth of real estate sector.” Indian fi- 
nancial giants like HDFC, ICICI, 
Kotak Mahindra, IDFC and Edelweiss 
Capital have received approval and 
started investing in real estate. 


Lessons to learn 

Generally speaking, when compared 
with the Western countries, we fare very 
poorly in terms of our infrastructure. 
While in the US, no matter where you 
go, you have access to high quality infra- 
structure (drinking water, well-planned 
roads, greenery, power, communica- 
tions, healthcare, education, etc.), here 
in India, even our signature cities are 
crumbling. We have not been able to cre- 
ate alternate cities in the manner that 
is required so as to release the pressure 
on the few that we have. Until new 
towns/cities come up, the few existing 
ones will continue to provide sub-stan- 
dard quality of living and at very high 
prices. 

Another sharp contrast is in the 
sphere of public housing. While more 
than 50% of Mumbai lives in slums, 
most of Singapore lives in (subsidized) 
mass housing provided by the govern- 
ment. For instance, in the 1980s, Japan 
saw real estate prices more than tri- 
pling in two to three years. At the same 
time, the banks’ exposure was huge as 
high-priced real estate was being used 
to serve as collateral for loans. When 
the bubble burst, property prices fell so 
drastically that they wiped out not only 
individuals’ equity but also left the 
banks with high value mortgage ad- 
vances that could not be repaid. This led 
to a domino effect and plunged the coun- 
try into more than a decade of misery. 
Indian banks and housing finance com- 
panies can learn from the Japan 
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While India’s property sector has undoubtedly witnessed a renaissance, 
a lot needs to be done still. Without waiting for the government to initiate 
changes, the industry players themselves should introduce reforms. 


budget session fer public transpor- 

tation system. Really appreciated, 
however, at the same time, the world’s 
second most populated country does not 
have any budget session for discussing 
or funds to allocate or for planning to 
satisfy one of the basic needs—hous- 
ing. When will we move from GDP-fo- 
cused to Human Development Index 
(HDI)-focused economy? 

As regards the Indian real estate, 
the question that arises, at this junc- 
ture, is—Has the Indian real estate in- 
dustry achieved global standards with 
regard to investment, development and 
jcint ventures? 

India’s property sector has uncoubt- 
edly witnessed renaissance, courtesy 


[= is the only country which has a 
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— Lakshmi Narayanan 
Head, RealEstate Bank India (REBI) 


expansion of values in the construction 
industry coupled up with perpetual 
growth rate of the economy. This has re- 
sulted in a whopping 30% growth in the 
real estate industry annually. 

It is estimated by industry experts 
that real estate development in India 
will grow from $12 bn in 2005 to $90 bn 
by 2015. In addition, global capital has 
become more interested in Indian prop- 
erty and is seeking transparent and liq- 
uid ways to invest. 

Fueling this growth in real estate is 
India’s growing GDP at 8% which is likely 
to escalate further. Notwithstanding con- 
cerns over the lack of structural reform, 
these factors are likely to be sustained in 
the foreseeable future, resulting in contin- 
ued strong GDP growth. 


f 
3 . aa 
Source: www.movewithusintemational.com 


The changing demographics, in- 
creased business opportunities in 
India, enhanced foreign direct invest- 
ment have augmented demand for prop- 
erty both in the commercial as well as 
residential sector. Increasing demand 
for modern offices with standards 
matching international class has 
proved to be a boon for the real estate 
industry. Also, the shrinking family size, _ 
extra disposable income and urge to stay 
in the best localities with world-class in- 
frastructure have created a plethora of op- 
portunities for real estate players. This 
economic growth has, in turn, stimulated 
demand for property to help meet the 
needs of business. 

Indian cities are customarily divided 
into three groups: Tier I comprising of 
major urban centers like Delhi, Mumbai 
and Bangalore; Tier II including such cit- 
ies as Hyderabad, Kolkata and Pune; 
and Tier III consisting of cities such as 
Ahmedabad, Gaziabad, Indore, Jaipur, 
Lucknow and Nagpur. 

However, the current resurgence is 
stretching its impact beyond the tier I, II 
and III cities, indicating the all-perva- 
sive watershed phase ruling the con- 
temporary real estate industry. 


Indian scenario vis-a-vis the 
American 

The contribution of the construction sec- 
tor to GDP in India is 8%, compared to 
12.8% in US. If we look at the cost of 
construction in India vs. US, we see that 
in India 50% of the cost is attached to 
land acquisition, whereas it is 23% in 
US. While material cost is equivalent 
at 30% for both the countries, labor cost, 
which has a major impact on profitabil- 
ity, accounts for 5% in India and 39% in 
US. . 

The aftermath of the budget has not 

ushered in good news for the Indian real 
estate sector. There is no change in key 
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interest rates, which means that buying 

\ a house remains a difficult task. This 

has, perhaps, worsened the plummet- 
ing sales faced by the real estate sector, 
especially the housing segment. How- 
ever, some positive measures like 
HDFC’s recent reduction of 25 basis 
points in the prime lending rate for 
home loans is, no doubt, a move which is 
bound to help borrowers. 

It is predicted that the impact will be 
felt the most in the residential sector as 
this sector has seen the highest price ap- 
preciations and is extremely sensitive to 
lending rates. With the latest develop- 
ment taking shape, buyers who optimis- 
tically awaited slashes in the interest 

. rates may continue to procrastinate as 
far as making purchase decisions is con- 
cerned. With RBI not announcing the 
hitherto expected rate cut, the coming 
times may not be rosy for the real estate 
industry. In addition to the setback to 
sales, with interest rates remaining in- 
tact, the anticipated increase in employ- 
ment in the construction industry too 
has to wait till RBI reconsiders its 
policy. 

However, amidst the negativity, 
hope floats for certain optimists as they 
declare that this move should not affect 
the sales as the growing economy would 
compensate for the same. The banking 
and real estate sectors had hoped that 
after a 0.75% cut in interest rate by the 
US Federal Reserve, the RBI would also 
bring down the interest rate by 0.25 to 
0.5%. The interest rate on home loans 
have gone up from around 8% to over 
12% within two years, hitting the home 
sales in metros and tier II cities. 

Experts have further doubted govern- 
ments’ conviction in roping in constructive 
resurgence in the real estate industry. 

Considering the market size, 
Parsvnath Developers who have 
brought into shape more than 100 
projects, claim that this step will not 
control the consumer behavior as the 
market size, especially in the housing 
sector, is huge. 

While experts from Cushman 
Wakefield say that RBI took heed of 
market sentiments, Red Fort Capital, 
one of India’s leading international pri- 
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vate equity real estate firms, claim that 
this rate cut is inevitable. One stop so- 
lutions providers like REBI opine that 
such credit policy should in no way alter 
the buying decisions of consumers, as 
hassle-free and transparent real estate 
transaction tops their priority list. 


Service tax — The builders’ story 
Though service tax is applicable to the 
construction sector, including residen- 
tial and commercial, builders do not 
seem happy with the norm, and have 
filed a number of Writ Petitions (WP) in 
the courts. Promoters and Builders As- 
sociation of Pune (PBAP) was the first 
to file a WP. 

There are areas where builders duly 
incur service taxes like service from 
structural engineers, transport bills, 
telephone bills, and architectural ser- 
vices; however, since builders are not 
registered, they are not entitled to get 
set-back on service taxes that they 
themselves have paid. 

Several prominent brands such as 
Pantaloon Retail, Archies, Cisco Sys- 
tems India, DLF Universal, Reliance 
Petromarketing, IBM India, 
McDonald’s India, Unilever India Ex- 
ports, Titan Industries, Citibank NA, 
Reliance Webstore, and Bombay Dye- 
ing have already freed themselves from 
the obligation of the same by contend- 
ing that lease or license (including let- 
ting or renting) is not a service. 


Convergence 

Real Estate Policy Training Conver- 
gence 

All the nations in the world have con- 
verted the Real Estate Policy mainly 
from regional level to national level. 
But India is the one of the few countries 
where real estate is still treated as a 
regional subject and not as a national 
framework, even after globalization. 
Real Estate Registration Process 
Framework Convergence 

Lack of transparency in real estate is 
due to the non-availability of central- 
ized database. Registration of property 
transaction is still kept as a regional 
subject. Even the regional transaction 
is not centralized. 


Property Pricing Convergence 
The valuation of property needs sta 
dardization. The government guid 
lines regarding valuation are clear 
challengeable. The market valuati: 
far exceeds that of the government, ar 
is the highly followed one. Land tax 
tion is still a huge task. When the hou 
ing financial corporation has nation 
interest rates for the housing loans ar 
mortgages, why can’t we have nation, 
framework for registration, pricing an 
policy making? 

Real Estate Financial Service 
Convergence 

Opening up the doors for REITs ha 
opened up real estate funds. This is sti 
not the complete solution; while the U; 
property mortgage is 51% of GDP, th 
Indian property mortgage is just 3% c 
GDP. 

The Indian real assets exist in non 
liquidated form (77% of every indi 
vidual Indian asset is non-liquidate: 
asset), whereas the US is far ahead 
REITs are yet to revolutionize and bring 
in convergence in this market, which i: 
yet to open up for title insurance, re 
verse mortgage, property-related deco. 
rative products and mortgage-relatec 
property products. 

When all the industries are looking 
at long-term prospects, the Indian real 
estate too has to work for long-term 
goals by training and executing strate- 
gic policies. Everything in the real es- 
tate industry is awaiting a change in 
the government’s perspective. The in- 
dustry players’ perspective has to ini- 
tiate this change. 

India needs an organized real estate 
transaction industry, where trust, 
transparency, professionalism and cor- 
porate governance at all levels are a 
must. Today, the real estate industry is 
directly dependent on the stock market; 
this has to change. 

Increase or decrease in interest rate 
alone will not solve the problem. Low- 
cost housing, special residential zones, 
mass housing, new technology in con- 
struction, organized housing distribu- 
tion system are all what India needs.= 
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in recent times, no other sector has generated the kind and amount of interest, nationally as 


ck ee well as internationally, as the booming realty sector in India has. A surge in demand for 
heads Dr 


residential as well as commercial properties has seen the domestic realty sector record a 
‘super’ growth of over 30% during the past couple of years—a rate, hardly any other sector 


| z i Ei -could rival. It is expected to grow 45% during the current fiscal. The boom has come riding on 
= the back of a strong economy that has grown at a robust rate of over 8% during the last two 
= years, continued growth of IT and ITES industry, a happening retail sector, thrust on 











he real estate industry in India 

has grown by leaps and bounds 

in the past 7-8 years. Contributory fac- 
tors for this growth include: higher salaries in 
the software, financial and a few sunrise indus- 
tries that have improved the purchasing power 
of the salaried class, fueling the demand for 
residential apartments and houses; fall in the 
interest rate for housing loans from 12-14% to 
7-9%; income tax benefit on interest paid for 
housing loans up to Rs 1,50,000 for individuals 
and up to Rs 3,00,000 for families; deduction 
under Section 80CCE of the Income tax Act on 
the principal housing loan amount repaid; in- 
creasing demand for commercial space as a re- 
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- infrastructure development and Special Economic Zones (SEZs), rising disposable incomes, a 
change in the mindset of traditional Indian middle-class towards owning a house, and last, but 
not the least, a slew of reform measures that include 100% FDI in construction and serviced 
land development. No doubt, they all have played a vital role in the revival of what was once 
almost a moribund sector. Against this backdrop, 
perspectives on the sector and related issues. 


The Analyst invited experts to share their 


sult of the boom in software and other indus- 
tries, malls and shopping complexes; and the 
growing craze for setting up Special Economic 
Zones (SEZs). 

These have resulted in the Indian real es- 
tate sector contributing substantially to the 
economic growth and GDP. The following sta- 
tistics are worth mentioning in this context 
The average annual addition to residentia. 
space is 2.3 billion sq ft. In other words, ar 
average of over 2 million dwellings are buil 
every year. Added to this are an additional of 
fice space of over 60 million sq ft and 25 mil 
lion sq ft of retail. The investment required il 
the next few years is $20 bn, and the invest 
ment required for the above activities is esti 
mated at $91.5 bn annually contributing 6-8° 
to GDP. 


The real estate scenario 
It is estimated that real estate in India wi 
contribute 20-25% of GDP in the next decade a 
against 40-50% in the developed economies. | 
the next 10 years, the real estate sector in Indi 
will create assets worth $500-600 bn. 

This exponential potential and the demar 
for both residential and commercial space has 
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pushed their prices to unaffordable levels for 
the needy. The reasons for the rising prices in- 
clude the increasing land cost, increasing input 
cost, and multiple taxes such as VAT, service 
tax and stamp duty. In other words, if the price 
of residential space has doubled or more than 
doubled in large cities, 50% of the rise is due to 
the increase in the price of land, input cost, and 
taxes and levies. 

In metros and large cities, prices of real es- 
tate have flattened and demand has also slack- 
ened. The development of infrastructure, such as 
roads, water supply and sewerage, is not catch- 
ing up with the real estate growth, and already 
people in the metros are feeling suffocated. 

However, there is vertical growth in most of 
the metros after the introduction of liberal floor 
space index by the local authorities, and the cit- 
ies are also growing horizontally. Each suburb 
of a metro is developing as a town in its own 
right with all amenities. Large and reputed de- 
velopers, who had hitherto confined their prop- 
erty development activities to one or two major 
metros, have now spread their wings through- 
out the country. Tier I and tier III cities are at- 
tracting these developers, and the property 
seekers are also looking for properties in such 
cities. Job opportunities are also moving to tier 
II and III cities. Ifthe fruits of the shining urban 
India and a GDP growth of 8-10% should perco- 
late to rural and semi-urban India, taluks and 
districts headquarters would also grow. It is 
happening and should happen equally all over 
India. 


~ SEZs and the retail revolution 


As mentioned earlier, one of the factors behind 
the Indian real estate boom is the development 
of SEZs, which are often referred to as ‘Super 
Engines of Growth’. The initial opposition to 
SEZs is slowly fading, and now the SEZ scheme 
is finding acceptance universally. SEZs, while 
serving as Export Processing Areas (EPAs), will 
also provide the much-needed office space at 
competitive rents. It is estimated that the ex- 
isting SEZs will provide, by 2010, 100 million 
sq ft of office space, out of the total supply of 254 
million sq ft of office space. 

By offering incentives to private developers, 
the government is attracting the much-required 
investments for setting up SEZs. These eco- 
nomic zones offer excellent infrastructure, em- 
ployment opportunities and built-up space— 
commercial, industrial and residential. They 
also help countries boost their exports. 
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In India, as of May 2007, there were 234 
approved SEZs, with 162 SEZs having received 
in principle clearance. The total investment in 
these SEZs is to the tune of Rs 3,00,000 cr, and 
employment generation is about 4 million addi- 
tional jobs. All these developments will have a 
multiplier effect on real estate growth. 

Retail revolution in the country is also offer- 
ing an opportunity for real estate growth. The 
GDP is growing at the rate of over 8%. India is 
among the fastest growing economies in the 
world. 

The Indian middle-class, which makes up 
23% of the total population, accounts for 42% of 
the total consumption expenditure of the 
country. The consistent economic growth will fur- 
ther add to the disposable income in the hands of 
the citizens in the age group of 14-45 years. 

Ten years ago, there wasn’t a single mall in 
India, but by the end of 2007 there are about 
120 operational malls. These 120 malls ac- 
count for about 20 million sq ft of built-up 
space. The number of malls is expected to in- 
crease to 280-300 by 2010, requiring a built-up 
space of 75 millions sq ft. This will be in tier I, II 
and III cities. 


Financial requirements 

Financial resources required for real estate de- 
velopment of all sorts annually for the next 10 
years is about $100 bn— Rs 4 lakh cr per year 
and Rs 40 lakh cr in a decade. While invest- 
ment of this magnitude is expected to solve 
gaps in housing and commercial space, a size- 
able share should come from: Equity through 
Public Issue; Foreign Direct Investment; Real 
Estate Mutual Funds; Venture Capital; and 
Bank Loans 


The road ahead 

Real estate growth is a powerful contributor to 
the economy of a country. It contributes to the 
healthy growth of the GDP, employment and 
demand for hosts of inputs. A comfortable shel- 
ter and a healthy environment enable children, 
the future citizens, to grow healthy. Economic 
progress enables better standard of 
education. Better education gets better jobs 
and better jobs enable better life, which ulti- 
mately should be the national goal. Roti, kapda 
aur makan for every family was the slogan 3-4 
decades ago. The first two have more or less 
been achieved. Let us hope that every family is 
provided with minimum accommodation by the 
year 2020. 
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Santdas Chawla 

President, Confederation of Real 
Estate Developer's Associations 
of India (CREDAI), Maharashira 





eal estate has become one of the 
most commonly used termi- 
nologies in the Indian economy 
today. Since the time of attaining indepen- 
dence, we have been aiming to achieve self-suf- 
ficiency in food, clothing and shelter. While self- 
sufficiency has almost been achieved in the 
area of food production and clothing had never 
been much of a problem, it is providing housing 
to one and all that has been posing a huge chal- 
lenge to the nation. 

India has all along been an agricultural 
economy. However, in the surge towards devel- 
opment and growth, and with agriculture not 
giving the required yield, more emphasis has 
been placed on urbanization. But then, urban- 
ization without proper industrialization has led 
to an imbalance in housing in urban areas, with 
the density of population increasing day by day. 
The government’s failure to take positive steps 
in the housing sector has given an opportunity to 
the private sector to enter real estate develop- 
ment. Real estate developers across the country 
have done a tremendous job by initiating pro- 
gressive development and providing housing 
and shelter. But considering the fact that their 
activities have been focused only on urban areas, 
there has been a mismatch of land available for 
development in the urban areas. Further, the 
government's apathy towards proper planning 
and development has led to unplanned develop- 
ment and disorganized construction in most ur- 
ban areas of the country. 

The contribution of real estate developers is 
not only confined to urban areas, but also re- 
stricted to providing housing only for the higher, 
upper middle and middle-income groups, who 
are also in a position to afford a home with the 
backing of housing loan financing institutions, 
which is another industry that has grown by 
leaps and bounds with the development of real 
estates in the country. For the urban poor, own- 
ing a shelter of his/her own is still a distant 
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dream. Further, the space available for residen- 
tial development in urban areas is becoming a 
limiting factor. And, with the IT sector develop- - 
ing on a large scale and the government coming 
up with SEZs, realtors have started focusing 
their attention on the new areas of development 
and construction such as IT parks, SEZs, com- 
mercial malls and multiplexes, thereby keeping 
the dream of ‘housing for all’ in our country 
far from becoming a reality. 

The Ministry of Housing and Urban Devel- 
opment has tabled its papers on the new hous- 
ing policy for the country, which, if implemented 
properly, can do wonders. But, for this purpose, 
the Ministry should act in cooperation and coor- 
dination with the real estate developers in the 
private sector, who have the strength to contrib- 
ute a great deal to translate this into a 
reality. This can be possible only if the govern- 
ment sheds its various stringent policies and 
comes out with a uniform housing policy for the 
country. Further, the government should abol- 
ish all outdated rules and regulations which act 
as hurdles to urban development. For example, 
the agricultural lands in the urban areas should 
automatically be made available for residen- 
tial development. 

In order to make LIG and MIG housing a re- 
ality, the government should, as mentioned ear- 
lier, extend invitations to the real estate devel- 
opers from the private sector and offer them de- 
velopment works on competitive terms and in- 
centives to ensure large-scale participation 
from real estate developers and for construction 
of quality concrete housing structures within 
time-bound schedules. 

Further, the government should bring steel 
and cement under the essential commodities 
act and also allow free import of the same in 
order to keep a check on the irrational price rise 
in these two products and prevent the monopo- 
listic cartel of manufacturers from artificially 
hiking the prices of these products, which are 
the major items governing the cost of construc- 
tion. 

To make ‘housing for all’ a reality and avoid 
unplanned and haphazard development of cities, 
the government should encourage vertical devel- 
opment uniformly in all cities. Further, to ensure 
quality of construction, the government should in- 
troduce stringent quality control regulations. 

Real estate development, which is pivotal for 
the development of the country and the economy 
as a whole, has unfortunately not been given due 
recognition by the government. The Reserve 
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Bank of India (RBI) gives this sector least prior- 
\ ity and has placed it at one of the lowermost 
rungs of the rating ladder, which makes avail- 
ability of funds a problem for the realtors. Con- 
sidering the volume of business and the contri- 
bution made by this sector to the growth of the 
nation, the government should consider giving 
industrial status to the real estate activities. 

India is a developing nation and with the 
quantum of development activities taking place, 
real estate development shall be in its prime for 
another two decades, ifnot more, and the govern- 
ment should encash on this by joining hands 
with the real estate developers from the private 
sector for boosting development and growth. As 
was rightly said by one of the American Presi- 
dents of yesteryears “America does not have 
good roads because it is developed, but it was the 
development of such good roads, which led to the 
development of America.” If India adopts simi- 
lar policies, India too has the chance of crossing 
over from being a developing nation to a devel- 
oped nation. 


Nick Mandalaywala 
Certified Intemational Property Specialist (CIPS), South 
Asian Real Estate Association of America 


he values of real estate in India 

have soared to unaffordable lev- 

els. More than 50% of the Indian popula- 
tion lives in poverty, and its overall infrastruc- 
ture needs immediate attention. Anytime, down 
the road, real estate can hurt very badly, as is 
the case in the US today because of its 
unaffordability in general. 

At the moment, real estate in India remains 
the preserve of rich investors, but every aspect of 
any industry lies in the buying power/capacity of 
the consumer, which is, in fact, deteriorating. 
There are about 50% of the Indian population 
who make anywhere between Rs 3,000 to 
10,000 per month. These people will never be 
able to buy a house for themselves at today’s 
market value. 

Things are still worse with all the evils in the 
industry, where small, poor, and uneducated 
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buyers fall prey to unscrupulous builders and 
agents and lose their hard-earned money. The 
judiciary is not much of help either, as cases re- 
lated to property disputes drag on for years in 
the courts. 

Politics is still dirty and the whole system 
has to change on the pattern of the US, where 
most of the systems are foolproof. There, 
consumers do enjoy their rights, unlike in 
India. 

We have been trying to bring foolproof 
reforms in real estate/mortgage industry in 
India through NAR of the US, but rampant 
red-tapism and vested interests in the govern- 
ment and industry have made it an arduous 
task. 


K Ravinder Reddy 

Chairman and 

Managing Director 

Janapriya Engineers Syndicate 





uring the war years of America, 

President Roosevelt said that 

a nation of homeowners is unconquer- 
able. There is no better way of explaining the 
social benefit of homeownership. Benefits of 
residential real estate development (home- 
building) range from less visible to highly vis- 
ible. Everybody is aware of wealth creation, the 
most visible benefit of homeownership. Other 
visible benefits of development projects include 
the following: 
> Decongestion: Newer, large format resi- 
dential developments usually come up along the 
peripherals of urban centers. New develop- 
ments naturally relocate people out of dense de- 
velopments, which, in turn, leads to deconges- 
tion—a phenomenon whose significance cannot 
be overstated. 
> Social infrastructure: Social infrastruc- 
ture such as schools, hospitals and department 
stores, is better in densely populated neighbor- 
hoods. In peripheral urban areas, this infra- 
structure is inadequate and below par. As a re- 
sult, people are deprived of better schooling, 
healthcare and quality life. Large size develop- 
ments trigger social infrastructure, which not 
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only caters to the needs of new homeowners 
moving into the neighborhood but also to the 
people living within a radius of about 10 to 15 
km and away from main urban centers. 

> Environmentally-friendly: Large develop- 
ments are usually master planned communi- 
ties, which means that environmental infra- 
structure, such as internal roads, water supply 
systems, sewerage network, is well-planned. 
Well-planned communities are more environ- 
menta!-fniendly and many developments are en- 
ergy-efficient as well. 

> Employment opportunities: Large devel- 
opments need extensive support services which 
trigger employment. 


| 


In addition to the above visible benefits, 
there are several ‘not so visible’ but extremely 
important social benefits called ‘positive exter- 
nalities’ of real estate development projects. 
This is particularly true of projects wherein a 
vast majority of buyers are homeowners (as 
against investment buyers). These social ben- 
efits aecrue from homeownership. 
Homeownership empowers individuals and so- 
ciety at large. There is large evidence of aca- 
demic research pointing to several social ben- 
efits including: 

» Social stability: Homeowners move less fre- 
quently than renters. Homeowners, therefore, 
tend te have deeper ties within the neighborhood 
rendering stability to the society as a whole. 

> Educational achievement: Children of 
homeowners are proven to be better academic 
achievers. 

> Civic participation: It is widely observed 
that homeownership inculcates a sense of so- 
cial responsibility. Homeowners tend to par- 
ticipate better in the voting process which 
would lead to the government they deserve. 
Also, it is found that homeownership triggers 
volunteerism. Volunteerism, as we all know, is 
a sure way of sharing the wealth with the un- 
derprivileged and hence lesser social inequali- 
ties. 

> Crime rates and domestic violence: 
Homeowners tend to behave more responsibly 


decades. 
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With the quantum of development activities taking place, real 
estate development shall be in its prime for another two 


than tenants. Crime rates and domestic violence 
reduce when people behave responsibly. A lot of 
this responsibility can directly be attributed to 
the discipline that homeownership forces upon 
an individual. Home purchase is easily one of the 
largest financial commitments of any individual. 
Any financial commitment, in general, forces 
some level of discipline, and more particularly, a 
financial commitment in respect of an appreciat- 
ing asset, such as home, will force greater level of 
responsibility. In a responsible family, both 
spouses tend to live in harmony which means 
lesser domestic violence. Mortgage payments re- 
quire homeowners to be more sensible with their 
finances. This financial discipline and resulting 


l 


life management skills are likely to be trans- 
ferred to their children. Homeowners are very 
conscious of the value of their homes. They will 
prevent any activity that could negatively impact 
their home values. Because of this conscious ef- 
fort, crime rates within the neighborhood tend to 
lessen. 

Over the last two decades of our existence, 
we have noticed all the above social benefits 
around the neighborhoods that we developed. 
Our buyers, mostly first-time homeowners, are 





empowered, lead happier family lives and their 


children are better placed. Our field experiences 
are no different from most academic research. 

Though homeownership is not limited to 
only wealthy people, lower and middle-income 
households often have too few homes within 
their range of affordability and in locations near 
their place of employment. Hence, projects that 
are by design affordable to the middle-income 
population, and at the same time within man- 
ageable distances from their workplaces, are 
the need of the hour. The sheer size of such 
projects also generates substantial employ- 
ment. 

In short, bigger projects, better living 
spaces, and empowerment of individuals lead 
to the evolution of a healthy society.= 
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in the wake of the unprecedented commodity boom, leading fund houses in 
india are making a beeline to launch nature-oriented funds. 





atural resources have been 

hogging the limelight of late, 

and fund managers across the 
globe also seem to be gung-ho about 
their prospects. Indeed, the lackluster 
equity markets as well as the relentless 
rally in commodities are triggering the 
fund houses to launch funds that invest 
in commodities and natural resources. 
And, India is no exception to this emerg- 
ing trend. But since the extant law in 
India does not permit mutual funds to 
invest directly in commodities, fund 
houses are devising schemes that in- 
vest in commodity-oriented stocks. But, 
as there are only a handful of commod- 
ity-focused stocks on Indian bourses, 
many of these fund houses are now 
mulling over investing in overseas com- 
panies that are directly or remotely en- 
gaged in extraction or production of 
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commodities from natural resources. 
Also, fund houses are now treading a 
feeder-fund route, whereby the fund will 
invest in a global fund with proven past 
track record. 

The investment universe of these 
schemes is determined on the basis of 
primarily picking stocks of domestic as 
well as overseas companies which are 
associated with discovery, develop- 
ment, production or distribution of 
natural resources. In India, Reliance 
AMC has been the early bird in this re- 
gard. In January this year, Anil 
Ambani’s Reliance AMC launched 
India’s first natural resources fund. And 
the fund, christened as Reliance Natu- 
ral Resources Fund, which was closed 
on January 30, had received a 
humongous response (nearly Rs 6,000 
cr) in terms of subscriptions. The in- 


vestment criteria of the scheme has 
been to invest 65-100% in domestic eq- 
uities and/or up to 35% in foreign equi- 
ties. Apart from this, DSP Merrill 
Lynch Mutual Fund, one of India’s lead- 
ing mutual funds, has amassed Rs 265 
cr through its DSP ML Natural Re- 
sources and New Energy Fund, an open- 
ended equity growth scheme. DSP’s 
Natural Resource and Energy Fund was 
opened for subscription on March 3, 
9008 and closed on March 27, 2008. The 
primary investment objective of the 
scheme has been to generate capital 
appreciation and to offer long-term 
growth opportunities by investing in eq- 
uity and equity-related securities of 
companies domiciled in India that are 
essentially engaged in discovery, devel- 
opment, production, or distribution of 
natural resources, viz., energy, mining, 
alternative energy and energy technol- 
ogy sectors. Besides this, last year, DSP 
Merrill Lynch had launched its first 
feeder fund in India which invests in 
gold mining companies through its par- 
ent fund Merrill Lynch World Golc 
Fund. This feeder fund has fetchec 
healthy returns since its inception 
Though the fund is only a few month; 
old. the seemingly unstoppable rally u 
commodity prices and much-antici 
pated scarcity of resources have en 
abled DSP to scorch the returns charts 
beating most classical equity funds. 

The attractive returns garnered b 
Reliance Natural Resources Fund, an 
the solid performance of nature-base 
feeder funds have prompted other fun 
houses to launch nature-focused fund: 
Many fund houses such as Sahara Mı 
tual Fund, ING Mutual Fund, Mire 
Asset Management and Tata Mutu 
Fund have now joined the fray wit 
their own versions of nature-focuse 
funds. 


h July 2008 | 


Natural Resources Funi 
Dita Bt he ene 





INTERVIEW 


“Global inflation and de 





preciation in the dollar are other key factors that have led t 


the upward price pressure on natural resources. These indicate good prospects fo 


Natural Resources Funds.” 


Fund houses in India are now showing increasing 
xeenness in natural resources. How do you see the 
trend? 

Krishnan Sitaraman: By definition, natu- 
ral resources mean resources that cannot be 
artificially created. Natural rescurces funds 
are funds that buy shares in companies that 
have businesses focused on oil, coal, crude or 
metals. 

Increasing industrialization among the 
growing economies of the world has resulted 
in a rapid increase in the demand for natural 
resources in almost every corner of the globe. 

Reliance Natural Resources Fund, DSP 





Krishnan Sitaraman 
Head, Fund Services & 
Fixed Income Research, 


many large companies engaged in discovery 
development, production or distribution c 
natural resources. But, with the opening u; 
of the overseas markets for the Indian MF: 
the investment universe has become size 
able. 

We view this as a strong long-term trenc 
providing Indian investors with an optior 
for a new asset class along with opportunity 
to diversify country and currency risk. 


What are the factors responsible for this increasing 
interest of the fund houses in the natural re- 
sources? 


Merrill Lynch Natural Resources and New CRISIL Fund Services, Krishnan Sitaraman: Rapid economic 
Energy Fund and Sundaram BNP Paribas CRISIL Limited, Andheri (East), growth in emerging economies such as India 
Energy Opportunities Fund are natural re- Mumbai and China has tremendously increased the 


sources funds launched in India. More such 
funds, keen on investing in natural re- 
sources. are set to hit the market soon as per the documents 
filed with the stock market regulator Sebi. 

Sapna Narang: Fund houses in India will look at new invest- 
ment options as and when the opportunity presents itself. 
Natural resources have emerged as a significant asset class 
over the past few years in view of the increased demand and 
hence rapid increase in value. India, so far, has not had very 





demand for natural resources like indus- 
trial commodities and energy. Given the 
fact that the supply of natural resources is limited and no new 
mega reserves of coal, crude, natural gas or metals are likely 
to be discovered in the foreseeable future, the prices of natural 
resources are likely to remain high. Natural resources, energy 
as well as the alternate energy space, are areas that are ex- 
pected to do well on account of the urbanization and industri- 
alization happening in emerging economies. Growing urban- 


Mad rush 


Despite an imminent slowdown in the 
US and European countries. prices of 
natural resources in the global markets 
have been rising, thanks to the insa- 
tiable demand for natural resources in 
emerging nations such as China, India, 
Brazil and Russia. Both the govern- 
ment and private enterprises of these 
countries are making huge investments 
in these sectors. Further, the fast pace 
of urbanization and industrialization 
in these emerging economies is adding 
to the already charged up demand for 
natural resources and their prices. 
Again the growing concerns about glo- 
bal warming and energy security are 
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leading to increasing investments in 
the alternative energy space which is 
ultimately fueling prices of natural re- 
sources. The same trend is also wit- 
nessed in India. According to metal, oil 
and energy indices, companies in the 
natural resources sector have fetched a 
return of over 100% in 2007 in compari- 
son to around 50% given by BSE Sensex 
or CNX Nifty. Moreover, with the crude 
oil prices hovering around $130 a barrel 
and metal prices also moving north- 
wards, commodity-stocks have become 
the flavor of the season. And the fund 
houses which are aiming to capitalize 
on this trend are offering more nature- 
oriented funds. 


Investing in natural resources 

Before Reliance Natural Resources 
Fund, India did not have any fund as 
such which is specifically aimed at in- 
vesting in natural resources companies, 
though funds targeted towards infra- 
structure and power sectors were in 
vogue. For example, UTI Energy Fund 
(which was earlier known as UTI Petro) 
by UTI Mutual Fund, the third largest 
asset management company in India by 
assets under management, had in- 
vested in companies associated with 
energy sector or allied industries. 
Whatsoever, the stupendous success of 
Reliance Natural Resources Fund by 
India’s largest asset management com- 
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ization results in higher consumption of natural resources. 
Also, alternate energy is another area that has been seeing 


| increased amounts of investments on account of factors such 
as global warming and energy security. Fund houses in India 


are of the view that India’s growth model promises more 
stable, sustainable expansion and bigger returns for the in- 
vestors, and that there exists a positive view on sectors like 


Agriculture, Manufacturing, Service and Natural Resources, 


which contribute substantially to the 
country’s GDP. 

Further, the Reserve Bank of India (RBI) 
has been steadily increasing the overseas 
investment limit by domestic mutual funds. 
In April, this year, the overall limit for over- 
seas investment by domestic mutual funds 
was raised from $5 bn to $7 bn. This in turn 
has enabled mutual funds to float schemes 
that invest in companies which have busi- 
nesses focused on natural resources that do 
not have a presence in India and which are 
not listed in India. 

Sapna Narang: a) The rapid growth in 
emerging economies has increased the de- 
mand for natural resources—water, base 
metals, oil, natural gas, coal, etc. Also, the development in 
these economies has led to better standard of living for a size- 
able population, thus resulting in increase in demand for 
food—agri-products, livestock, ete. Since demand would con- 
tinue to be strong for many years to come and the availability 
of these resources is finite, the prices of these resources has 
been increasing at a fast pace. 

b) Sebi approval to MF houses to invest in foreign currency 
(within limits) has opened up attractive global opportunities 
in natural resources. 

c) Existing established global expertise in evaluating and in- 
vesting in various natural resources has enabled certain fund 
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houses to set up feeder funds and offer investors a new asset 
class without having to develop the requisite domain knowledge. 


How has been the performance of such funds so far? And how are the 
fund houses gearing up for the occasion? 

Krishnan Sitaraman: Of the three funds that have been 
launched in India, DSP Merrill Lynch Natural Resources and 
New Energy Fund has done well even in the 
bearish period. The scheme has given actu- 
alized returns of 5.3% since its inception as 
compared to the -4.73% returns given by the 
S&P CNX Nifty. The funds launched by Re- 
liance and Sundaram BNP Paribas AMC 
have on the other hand given returns of - 
0.3% and -18%, respectively, since their in- 
ception. 

Sapna Narang: Most natural resources/ 
commodities funds in India have less than 
one year track record. This is too short a 
time to comment. Further, with the ongoing 
global volatility, the performance of last few 
months is unlikely to be indicative of future 
trends. 


Tell us something about international experience of such funds? 
Krishnan Sitaraman: Natural resources funds represent a 
niche specialty sector segment in the global funds industry. 
Generally, these funds operate as global funds that invest 
into varied geographies. They are considered as a good hedge 
against inflation since prices of natural resources typically 
increase with a rise in inflation. Many of these funds have in 
fact concentrated their investments in the energy sector lately 
despite having a broader mandate. 

Sapna Narang: Funds investing in natural resources could 
be following different investment styles. For example, they 
could be hedge funds, absolute return funds, long only funds, 


pany in terms of assets under manage- 
ment and the ongoing commodity boom 
have prompted other fund houses to 
come out with more nature-focused 
schemes. Sahara Mutual Fund had al- 
ready launched an open-ended growth 
fund, Power & Natural Resources Fund 
which closed on May 27. The invest- 
ment goal of this fund was to generate 
long-term capital appreciation through 
investment in equities of companies en- 
gaged in generation, transmission, dis- 
tribution of power or in those companies 
that are associated directly or indi- 
rectly in any activity in the power sector 
or principally engaged in discovery, de- 
velopment, production, processing or 
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distribution of natural resources. Many 
other fund houses such as HSBC Mu- 
tual Fund, ING Investment Manage- 
ment and Tata Mutual Fund have ap- 
plied to the market regulator, Sebi, for 
its consent to launch natural resources 
funds. Further, ING Investment Man- 
agement group has knocked at the doors 
of Sebi for two new funds: ING Global 
Natural Resources Fund and ING Latin 
America Equity Fund. ING’s natural re- 
sources fund will invest in companies in 
natural resources sectors across the 
globe, while the other fund—the Latin 
America Fund—will invest specifically 
in firms in the resource-rich Latin 
America through feeder route. Again, 


HSBC Agri and Natural Resources 
Fund and Tata Natural Resources Fund 
intend to invest in companies directly or 
indirectly associated with “extraction or 
production of commodities from natural 
resources.” In fact, HSBC goes one step 
forward as they are going to invest in 
companies which are involved in the ag- 
ricultural sector. Mirae Asset Manage- 
ment Company has also recently filed its 
application with the market regulator to 
launch a global commodity stocks fund 
that will invest 65% of its corpus in 
stocks or mutual funds operating in the 
Asia-Pacific region and emerging mar- 
kets. In the same vein, Tata Mutual 
Fund is also planning to launch a gold 
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CMD, Rishi Jaideep Group, 
Hyderabad 


Rishi Jaideep Group 


The Mega Realtors 


ishi Jaideep group is one of the 
top brand names in the Real 
estate field of Andhra Pradesh 
State. Rishi Jaideep is a group of com- 
panies, diversified into various activities 
including Open Residential plots, Apart- 
ments, Independent Homes / Villas etc., 






Rishi Jaideep, with over a decade of ex- 
istence, has grown from a small organi- 
zation, into a multi-level group of com- 
panies. Rishi Jaideep has to its credit, 
over 20 successful real estate projects 
in Hyderabad and Visakhapatnam. 
Rishi Jaideep group is in the hands of a 
bunch of young and bubbling team of 
professionals, led by its dynamic man- 
aging director Mr.Rishi Kumar Reddy. 


Rishi Jaideep has just launched its lat- 
est mega project named as Sri Krishna 
Gardens ina sprawling 500+ acre beau- 
tifully landscaped environment, on the 
outskirts of Hyderabad. Sri Krishna 
Gardens is just off the Hyderabad — 
Vijayawada highway (NH-9) near 
Choutuppal, after the newly formed 
HMDA (Hyderabad Metropolitan De- 
velopment Authority) limits. Sri 
Krishna Gardens has open residential 
plots ranging from 200 to 2000 square 
yards, with 100/80/60/40/33’ blacktop 
roads. The basic amenities include av- 
enue plantations, front compound wall 
with big arch, huge open and park areas 
with ample greenery, places of worship, 
electricity, water, telephone line and 
all-round fencing with round-the-clock 
security. Sri Krishna Gardens just does 
not end there. It has much more. A 
world-class holiday resort in about 50 
acres will come up amidst the venture, 
surrounding the existing 35-acre natu- 


“Valdeep 





ral lake, with boating, water games, 
a drive-in-theatre, restaurants, con- 
ference facilities and a host of recre- 
ational, social and health facilities. 
And above all, Sri Krishna Gardens 
is in everyone’s reach, with a plot of 
200 sq yds coming just for Rs.1.26 
lakhs! Be it for investment with huge 
returns or just for building your own 
cozy holiday-home, Sri Krishna Gar- 
dens is the ultimate place! 


Rishi Jaideep has its currently run- 
ning successful ventures on all sides 
of the twin cities of Hyderabad / 
Secunderabad, in the areas of 
Shamshabad, Srisailam Highway, 
Medchal, Shameerpet and at 
Visakhapatnam on the NH-5 itself. 


Rishi Jaideep has also many ambi- 
tious future plans. One is a 1200- 
Apartment mega-multi-complex 
just opposite the internationally re- 
nowned Nalsar Law University on 
the outskirts of Secunderabad at 
Shameerpet. Another upcoming 
project at Gagilapur is just 2 km off 
the proposed ORR junction at Gandi 
Mysamma Temple on the Dindigul 
Road with 100 independent duplex 
houses of 1450 sft in a plot of 150 sq 
yards with prices within the reach of 
common man. These are besides yet 
another new project coming up near 
the Shamshabad International Air- 
port at Maheswaram. 


Rishi Jaideep earnestly appeals to 
the public, especially the investors to 
look into Rishi Jaideep‘s various 
projects and get benefited through 
investing with them. 


- Advotorial 


Plots available @ 


per Sq.Yard 


Sri Krisnna 


pee Gardens 
On Hyderabad Vijayawada Highway (NH-9) 


Just 5 mins. drive from HMDA limits | Just 20 mins. drive from 
ORR at RFC | 35 mins. drive to International Airport 
Club, Swimming Pool, Spa & Parks | Available 200, 500, 
1000, 2000 Sq. yds. plots | Drive-in Theatre 





Our Successful Ventures 







: \ 8. VIZAG 
om | arena 


AMSA Í Ù LM: 
Phase | & Il i n Si ngapi oh 


Infrastructures Private Limited 


Corporate Office: Flat No. 102, Camus Capri Apts., Fortune Katriya 
Hotel Lane, Rajbhavan Road, Somajiguda, Hyderabad. 
H.0: Secunderabad. 
B.0: Singapore, Kuwait, Bangalore, Visakhapatnam. 


E-mail: srikrishnagardens@gmail.com 


Ph: 6613 3456, 6613 6789, 9246 55 22 44 


Group of Companies 


freadon® 





WS) 5 es eo Sipe eemmmanme ar a ee av o 


ete. Also, they could be investing in specific resources, for ex- 
ample in agri-products or precious metals, etc. Thus, there is no 
way to generalize their experience, But it is likely that most 
long only funds investing in base metals, precious metals, oil, 
eve. would have given double digit returns over the last one year. 


What are the challenges facing these funds? What does the future hoid 
fer them? 
Krishnan Sitaraman: According to the World Gold Council, 
the dollar demand for gold reached US$20.9 bn in the first 
quarter of 2008, a 20% increase over the same period in 2007; 
this is more than double the level four years earlier. Invest- 
ments have surged 163% to 284 tons in the first quarter of 
2008. The International Energy Agency (IEA) has forecast glo- 
bal oil demand for 2008 to reach 86.8 million barrels per day. 
This figure is expected to increase to about one million barrels 
per year for the next five years. The global demand is expected 
to rise to about 115 million barrels a day by 2030. Global steel 
demand growth is forecast to reach over 1.45 million tons in 
2011, a massive 88% leap in the 10 years from 2001. The glo- 
bal demand for cement is expected to grow 5.3% annually 
through 2012, driven by strong increases in construction activ- 
ity in developing countries according to Freedonia Group, Inc., a 
Cleveland-based industry market research firm. In 2007, it is 
said that global demand for platinum increased by 8.6% to a 
record 7.03 million ounces. Agricultural commodities are ex- 
pected to face a 50% increase in demand in the next 20 years. 
Coupled with the rising demand for natural resources is 
the problem of dwindling supplies. The global platinum mar- 
ket ended 2007 in a deficit of 480,000 ounces, with demand of 
7.03 million ounces surpassing supply of 6.55 million ounces. 
According to the World Gold Council, in 2007, gold supply 
decreased 3% to 3,469 metric tons. Of that, mine supply de- 


creased 3% to 2,047 metric tons. The International Energ 
Agency is concerned that future crude supplies could be fa: 
tighter than previously thought. The new 2008 copper suppl; 
will only feed an additional 2.3% into the market. And globa 
grain reserves are unstable at only 1.7 months of consump. 
tion. Wheat inventories have reached a 30-year low. 

Global inflation and depreciation in the dollar are other 
key factors that have led to the upward price pressure on 
natural resources. These indicate good prospects for Natural 
Resources Funds. 

At the same time, factors such as sectoral risks are key 

risks that may be attributable to natural resources funds. 
The market value of these securities may be affected by nu- 
merous factors, including events occurring in nature, infla- 
tionary pressures and domestic and international politics. 
Even an economy getting into a recession may adversely im- 
pact these funds as the demand for the underlying sectors 
may come down. 
Sapna Narang: The biggest challenge in investing in natural 
resources is evaluating the fair value. These resources are 
available globally and can usually be transported from 
‘source’ to ‘consumer’. Thus, one has to take into consideration 
global production and demand scenario. Also, climatic condi- 
tions, political tensions, currency fluctuations, industrial ac- 
cidents, etc. in one locale can affect the price of the commodity 
globally. Due to the wide ranging factors affecting the price of 
natural resources they tend to be a volatile asset class. 

Natural resources are a good asset class to add to one’s 
investment portfolio. Due to the long-term global demand for 
these resources their value is likely to move upwards. But as 
mentioned earlier, in view of their volatile nature, these funds 
should be added to in small amounts over an extended period 
of time. 


and precious metals fund that will in- 
vest in mining companies. 


Caveat emptor 

Before investing their money, however, 
the investors should know whether it is a 
feeder fund or a fund managed by fund 
managers from India. This is of utmost 
importance because feeder funds invest 
in schemes with veritable track record 
and thereby they are relatively less- 
risky. Also, investors should take into 
consideration the cost of hedging be- 
sause at the time of investing abroad, 
he fund will have to convert the Indian 
upee into foreign currency which in- 
volves some additional costs. Moreover, 
n sector-specific fund, the investment 
niverse for the fund manager is circum- 
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scribed by the particular industry or the 
theme underlying the scheme. If the sec- 
tor or the theme chosen for investment 
comprises of a small number of compa- 
nies, the fund manager may face prob- 
lems in deploying a large amount in the 
shares of those companies and the stock 
prices may escalate when many fund 
houses chase a fewer stocks. Hence, the 
fund manager's skill and discretion in 
stock picking become more important in 
case of sector-specific schemes. 
Besides, it remains to be seen if 
commodity prices would continue to 
rally any further from these dizzying 
heights. For instance, according to some 
experts, it’s not the fundamental de- 
mand for oil that is driving its prices, 
rather it is mainly due to the weakening 


of dollar and other geopolitical factors 
that oil prices have skyrocketed. Gold 
prices too have been rising due to global 
flight of money from equities to other 
safer asset classes such as gold and gov- 
ernment bonds. Again, as for rise in food 
prices, experts opine that this is largely 
due to diversion of land for production of 
biofuels and subsequent shrinkage of 
area under cultivation. And at this junc- 
ture, it is very difficult to gauge how long 
this commodity rally will continue. 
However, as long as this commodity 
boom continues, it is good for the com- 
modity-oriented stocks and the associ- 
ated investors.s= 


~ Y Bala Bharathi and Sanjoy De 
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SME Exchange 


A Welcome Move 


In a much-awaited move, capital market regulator Sebi has set the stage for 
the launch of a dedicated exchange for SMEs. Given the growing 
importance of the SMEs and their requirements to raise capital, the move 
seems to be a noble one, but the success of the proposal, if at all it 
materializes, will depend upon the sincere efforts of all parties, including the 
SMEs, investors and the intermediaries. 


he Small and Medium Enter- 

prises (SMEs) sector plays a 

critical role in economic develop- 
ment. In India, it accounts for around 
one-fifth of the GDP, and is the second 
largest employer after agriculture. Not- 
withstanding these, the SMEs in India 
are also facing a host of problems, and 
undoubtedly capital inadequacy tops 
the list. And for capital, the SMEs 
largely depend on the banks which, how- 
ever, are not in a position to meet the 
growing demand for funds by the SMEs. 
Realizing the growing significance of 
the SMEs in the Indian economy and 
their need for capital, the market regu- 
“lator, the Securities and Exchange 
Board of India (Sebi) is currently mak- 
ing serious attempts to kick-start a 
dedicated stock exchange for SMEs 
which would lay a platform for continu- 
ous supply of capital to the SMEs. The 
aim of the Sebi is to develop a market so 
that SMEs can access capital easily, 
quickly and at lower costs. Such dedi- 
cated exchange is expected to provide 
better, focused and cost-effective ser- 
vices to the SME sector. 

But, interestingly, this is not the 
first attempt to set up an exchange 
specifically designed to cater to the 
needs of a specific segment. Towards 
this end, the Over The Counter Ex- 
change of India (OTCEI) was set up in 
the early 1990s, and the Indonext of 
the Bombay Stock Exchange (BSE) 
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was launched in 2005. And in 1997, the 
Inter-connected Stock Exchange of In- 
dia (ISE) was set up by 18 regional 
stock exchanges for trading specially in 
the securities of companies listed on 
these regional stock exchanges. 
Though all these initiatives started 
quite nicely, they fizzled out subse- 
quently as the BSE and the NSE con- 
tinued to hold center stage. 

This time also, the Sebi is encoun- 
tering the same issues and challenges 
that it faced during its earlier at- 
tempts. But this time, Sebi, under its 
newly-appointed proactive Chairman, 
C B Bhave, appears much more serious 
to make it a success. And the serious- 
ness of Sebi has been well-captured in 
the words of the upbeat chairman who 
has commented that, “Our past at- 
tempts at setting up an exchange for 
smaller companies has failed. Given 
this experience, we naturally want to be 
cautious. We want to understand what 
went wrong with our processes and then 
take this matter forward.” 


The case for exchange 

SMEs require capital and for that they 
are chiefly dependent on banks. But 
since, on principle, banks lend on collat- 
eral basis rather than on cash-flow ba- 
sis, SMEs have to keep aside a signifi- 
cant portion of their total cash as collat- 
eral payments, which ultimately ham- 
pers investments in fixed capital as 


well as working capital. And conse- 
quently, the cost of capital increases, 
which in turn jeopardizes future growth. 
So, a platform that enables SMEs to 
easily and quickly raise both fixed as 
well as circulating capital is a good 
idea. Moreover, currently venture capi- 
talists, angel investors or the private 
equity players are not showing keen- 
ness to invest in this space because of 
the absence of one important factor, i.e., 
the exit route. Since there is no exit 
route to unlock their capital, all these 
investors are fidgety about funding 
SMEs, no matter how attractive the 
business proposition is. So a dedicated 
exchange, on the one hand, would allow 
entrepreneur to maintain independence 
and enjoy financial clout; on the other 
hand, it would give the investors an av- 
enue for exit. Finally, the proposal to 
set-up separate stock exchange for 
SMEs would provide a tremendous 
boost to entrepreneurial talent in the 
country and would help transform 
many SMEs of today to become blue- 
chip companies of tomorrow. 

Although the SMEs have welcomed 
the move, yet they are not fully prepared 
for the occasion, as they have to incur 
some additional costs in the form of cor- 
porate governance to rise to the occa- 
sion. Moreover, SMEs need to hire 
trained personnel so as to meet the 
strict accounting standards and disclo- 
sure requirements which will certainly 
involve some costs. 


Eligibility criteria 

The discussion paper on developing a 
market for SMEs in India proposes to 
allow only “informed, financially sound 
and well-researched investors” into the 
proposed exchange. Only investors with 
a minimum investment size of Rs 5 
lakh can invest at the time of Initial 
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Public Offering (IPO). And this ticket 
size is proposed to be applicable for sec- 
ondary market also. Moreover, only an 
SME with a post issue capital of 
Rs 25 cr will be eligible to list on this 
exchange. The most significant pro- 
posal that has been made in the discus- 
sion paper is to completely do away 
with the existing Disclosure and Inves- 
tor Protection (DIP) guidelines. As per 
the DIP norms, issuer companies inter- 
ested to list on Indian stock exchanges 
require a track record of a minimum of 
three years in making profits and pay- 
ing dividends. Since many SMEs might 
not have been in operation in the last 
three years, Sebi rightfully proposes to 
dispense with these DIP norms as it 
would help SMEs to raise funds in their 
incubation phase. On the issue of under- 
writing, the discussion paper recom- 
mends that only merchant bankers 
with a special license can cater to this 
segment, and that these bankers fully 
underwrite the issue. And the issue 
should be through electronic applica- 
tions only, which would eliminate all 
costs associated with paper printing 
and processing. 

Again, in order to augment retail 
participation, it plans allowing retail 
participation through the mutual fund 
route. The discussion paper categori- 
cally mentions that, “To facilitate retail 
participation in SMEs for investors 
having high-risk appetite, specific allo- 
cation through mutual funds may be 
permitted.” Reporting of the financial 
results by the companies listed on the 
SME exchange may be done on half- 
yearly basis instead of quarterly basis. 
Further, they may be required to file 
only unaudited results. A simplified 
and abridged version of the annual re- 
port may be prepared by the company 
and the requirement of sending full an- 
nual reports to all the shareholders 
may be dispensed with. Instead, the 
companies may post their annual re- 
ports on their websites or that of the ex- 
change. Physical copies of the same may 
be provided to the shareholders only on 
specific requests. Finally, the compa- 
nies listed on the SME exchange may 
migrate to the bigger exchanges as and 
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when they meet the listing criteria of 
the bigger exchanges. 


Global success stories 

Globally, many countries have provided 
for a separate exchange to facilitate 
listing of securities of companies of a 
specific sector. Some of the notable in- 
ternational examples are the Alterna- 
tive Investment Market (AIM), London; 
the Growth Enterprises Market (GEM), 
Hong Kong; MOTHERS, Japan; and the 
Market for Alternative Investment 
(MAI), Thailand. Among these ex- 
changes, GEM and MAI are indepen- 
dent dedicated stock exchanges, 
whereas AIM and MOTHERS are 
submarkets of their respective main 
stock exchanges. AIM launched in 1995, 
is a submarket of the London Stock Ex- 
change (LSE), which permits small en- 
terprises to float shares with a more 
flexible regulatory system than is ap- 
plicable to the LSE. Flexibility in the 
AIM is brought about by fewer regula- 
tions and no pre-requirements for capi- 
talization or number of shares issued. It 
also provides faster admission process 
and no pre-vetting by regulator. Accord- 
ing to an estimate by LSE, since its in- 
ception, over 2,500 companies have 
joined AIM raising more than £34 bn in 
the process, both through IPOs and fur- 
ther capital raisings. On the other hand, 
the GEM operates on the following prin- 
ciples: ‘buyers beware’ and ‘let the mar- 
ket decide’ based on a strong disclosure 
regime. Here the requirements are de- 
signed in such a way as to foster a cul- 
ture of self-compliance by the listed is- 
suers in the discharge of their responsi- 
bilities. GEM allows growth-oriented 
companies to raise capital, and listing 
on GEM does not require growth enter- 
prises to have past record of profitabil- 
ity as a precondition for listing. Many 
potent enterprises that do not fulfill the 
stringent criteria of past profitability 
cannot list on the Stock Exchange of 
Hong Kong and are therefore unable to 
raise capital. GEM is specifically de- 
signed to bridge this gap. In the case of 
MOTHERS, the emerging companies 
seeking to raise funds must have the 
potential for high growth, though there 


are no specific numerical criteria for de- 
termining growth potential. Further, 
the issuer company is required to make’ 
a public offering of at least 500 trading 
units and at the time of listing, it 
should have minimum 2,000 trading 
units, and the market capitalization of 
its listed shares should be more than 
¥1 bn. In particular, MAI, established 
under the Securities Exchange of Thai- 
land Act, officially commenced its op- 
eration in 1999. The objective of MAI is 
to open up new fund-raising opportuni- 
ties for innovative enterprises with high 
potential growth as well as to provide 
diversified investment alternatives to 
the Thai investors. 


Liquidity matters 
International success of these specific- 
purpose exchanges have prompted the 
market regulator in India to propose the 
establishment of SME exchange. But 
Sebi does not want retail investors to 
crowd around the proposed SME ex- 
change, though to facilitate retail par- 
ticipation in SMEs, specific permission 
through mutual fund route may be 
granted. But the problem is that a mar- 
ket without retail investors will be low 
on liquidity. With them missing, insti- 
tutional and high net worth investors 
will have to enter with the knowledge 
that the secondary market for these 
stockholdings will not be very liquid. 
This may act as a dampener in the free 
participation of the institutional inves- 
tors. Moreover, at present, institutional 
investors shun small-cap stocks for the 
simple reason that it is not easy to buy 
significant amounts of them without af- 
fecting the price. It ultimately results in 
low volumes, which make these stocks 
susceptible to market manipulation. 
So, this time also, if the proposal 
translates into reality, its success will 
largely depend on the cooperation and 
participation of the SMEs themselves 
who seek to raise capita! on it, investors 
who will use it to diversify their portfo- 
lios, and intermediaries such as broker- 
age and distribution firms.s= 


— Y Bala Bharathi and Sanjoy De 
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Will It Regain Glory? 





While the venture capitalists benefitted from the Internet frenzy in the late 
1990s, now it is the turn of buyout firms, particularly the big ones, to benefit 
from the preponderance of cheap debt. However, the industry is entering an 
era of distressed markets, and whether PE can regain its past glory and 
strike mega-deals again remains to be seen. 
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brivate Equity (PE) firms typi- 

cally rely on high levels of lever- 

age for their deals. It was almost 
impossible for them to close any deals 
last year, as financing became increas- 
ingly difficult, while banks were forced 
to sit on a backlog of loans. Besides, the 
delay of some high-profile PE deals has 
raised doubts about its ability to main- 
tain high levels of growth this year. 
Warburg Pincus, New York-based ma- 
jor player, saw the value of its $500 mn 
investment in battered bond insurer 
Municipal Bond Insurance Assurance 
(MBIA). Similar troubles have plagued 
other PE firms that have gone public, 
Last year’s floatation of Fortress Group 
also proved to be a disaster. KKR (for- 
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merly known as Kohlberg Kravis Rob- 
erts) and the Carlyle Group both re- 
garded as the symbols of the PE aristoc- 
racy, got into trouble because of their 
credit funds. Overall, it has been a tor- 
rid time for what was once a red-hot 
business. 


Back from the brink? 


PE industry, known for innovation and 
adapting to the changing economic con- 
ditions, is refusing to take the credit 
crunch lying down. The buyout crowd 
which has been in retreat for the past 
one year has started to invest again af- 
ter sitting for months on the sidelines. 
While the balance sheets of cash- 
strapped banks continue to shrink and 


their asset prices fall further, PE play- 
ers are beginning to take advantage ol 
inexpensive deals. Analysts anticipate 
a significant rise in public-to-private 
transactions as venture capitalists are 
on the lockout for undervalued but fi 
nancially healthy public companies. 
Particularly, distressed M&As may be- 
come a major target, as very often these 
deals need to be completed fast, and the 
PE industry has huge amounts of cash 
at its disposal. 

PE firms are identifying various 
ways to overcome the turbulent times 
including raising debt funds on their 
own. Some are setting up their own debt 
funds to manage every part of the deal, 
so that they can sell the debt when the 
credit markets return to the cheerful 
days. Other firms are believed to be in- 
vesting in more equity to avoid missing 
out on a bargain, and to refinance the 
company at a later date. Analysts say 
that distressed companies that require 
cash immediately by selling off would 
come under the eagle eye of the industry 
and may fall prey to PE firms. 

The liquidity squeeze has affected 
only the PE deals that are in the $500 
mn plus bracket. According to the Center 
for Economics and Business Research 
(CEBR), despite the credit crunch the 
number of floatations or sales by PE- 
owned companies climbed 20%, to a 
record high of 400 in 2007, up from 335 in 
2006. This is mainly driven by demand 
in the mid-market where there is still an 
appetite for deals ranging between $100 
mn and $500 mn. In the last two months, 
PE investors have entered into a series of 
deals by investing in equity stakes and 
discounted debt of troubled financial or- 
ganizations. Compared to the first quar- 
ter of 2007, the amount of money raised 
by the US PE firms grew 32% during the 
first quarter of 2008. 
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leading financia! institution, sn- 
nounced that TPG (Texas Pacific Grog p: 
wiil inject $7 bn of capital into its 
deeply troubled Savings and loaas. 
TFG, Apollo and Blackstone, the trium- 
virate of big-name private- -equity firms 
are negotiating with Citigroup to buy 
$12 bn worth of discounted leverazed 
loans. Although it is heavily leveraged, 
industry experts are of the opinion that 
the deal may trigger other banks ike 
Deutsche Bank with $3.95 bn losses 
and Credit Suisse with $2.1 bn losses to 
approach PE firms to offload their buge 
backlog of deals. 


Towards sustainable performance 
These transactions high light the chang- 
mg environment in which PE firms are 
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functioning. Frothy markets and easy 
ending terms have given way to dis- 
tressed prices and lesser degrees of le- 
verage. As PE investors’ risk is assum- 
ing greater proportions, there has been 
a distinct shift from investing in more 
established blue chip businesses. 
Moreover, as distressed sales have be- 


come a common sight, most of the com- 


panies are trying to restructure their 
balance sheets to gear up te more sus- 
pone iin It is ee that S PE 


pr nee pen to ‘ene are 
emerging as an attractive alternative 
to public markets. PE investors are 
searching for companies that look un- 
dervalued compared to their long-term 
prospects. They are particularly looking 
out for sectors that are usu: ally exposed 
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to economic cycles but having sub-sec- 
tors that will allow them to outperform 
the other sectors through the cycle. 

There are also indications of a new 
class of investors turning up to PE. 
Money from traditional pension funds 
and SWFs looking for higher returns 
continue to flow into the sector. Govern- 
ment-owned SWFs recently have real- 
ized the potential of private equity. Not 
only are they investing in PE funds, but 
also acquiring ownership stakes in PE 
firms. Last year, China had acquired a 
10% stake in The Blackstone Group for 
$3 bn. 

In contrast to their public counter- 
parts, PE’s success will not depend on 
traditional structural factors such as 
size, scale or diversification. Unlike 
trade buyers, independent PE firms 


| Chartered Financial Analyst | 


Financial Services 





have guaranteed funding from commit- 

yted investors, who are not perturbed by 
the economic cycles. Furthermore, the 
performance of the majority of public 
companies gradually moves towards 
the market average. However, PE firms 
have realized that operating in the pub- 
lic markets is not a cake walk. 


Emerging markets — Next 
Destination 
With the PE deal making facing a con- 
siderable slowdown, a majority of the 
institutional investors were concerned 
that PE firms would resort to new strat- 
egies and head for less familiar territo- 
ries to find suitable venues for the capi- 
„tal they raised in recent times. According 
to a survey conducted on the trends of 
Europe’s PE industry by Private Equity 
News, a leading source of Europe’s PE 
industry, PE firms want to make their 
presence felt and reap rewards in tech- 
nology, media, financial institutions and 
mainly infrastructure and alternative 
energy sectors, In 2008, international PE 
market is expected to be active in the 
Middle East and Asia-Pacific, apart 
from developed economies like Central 
and Eastern Europe and Germany. PE 
players equipped with a better comple- 
mentary geographic footprint and net- 
work of local offices and relationships in 
these regions are increasingly tapping 
, bond markets worldwide, where compa- 
nies are attracted to the private market 
to finance their operations in the wake of 
prolonged credit squeeze. 





Top PE Firms of the World 
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India — Riding high 

There may be uncertainty across the 
globe due to the economic slowdown, but 
the PE deal environment in India is look- 
ing promising. India’s burgeoning middle- 
class population flush with growing dis- 
posable income has generated investor 
interest in Indian market. The surge in 
PE investments is the result of huge re- 
turns of over 25-30% which Indian firms 
provide to investors. Thomson Financial, 
a leading information provider on compa- 
nies, markets and industries worldwide, 
revealed that India has emerged as the 
hottest PE investment destination in 
2007, second only to Japan in Asia-Pa- 
cific region. Some of the world’s leading 
PE firms such as Warburg Pincus, 
Blackstone Group, Macquarie Capital, 
Carlyle Group and 3i have chipped in 
with investments of about $3.8 bn in In- 
dia. Several sovereign fund houses from 
the Middle East, each with a capital of 
$1-2.5 bn, are eyeing the right kind of In- 
dian private companies to make inroads 
into India. 

Evalueserve, a leading research firm, 
in its recent report noted that PE firms 
are preparing to invest a huge $48 bn in 
India over the next 3 to 4 years. In 2007, 
the total value of 389 PE deals aggre- 
gated to $15.7 bn, representing a growth 
of 98% from 2006. In this process, India 
has outstripped even China. Realty and 
infrastructure sectors together have at- 
tracted more than $1.12 bn worth of in- 
vestments. The power sector with close 
to $520 mn investments stood at sec- 





ond position. Telecom and banking and 
finance sectors vied for the third spot 
with approximately $340 mn each. The 
biggest PE deal of 2007 was the acquisi- 
tion of 10% stake in the telecom tower 
subsidiary of Bharti Airtel, Bhart: 
Infratel, for $1 bn by Temasek Hold- 
ings, along with Macquarie, ICD, 
Citigroup, AIF Capital and India Eq- 
uity Partners. Bundeep Singh Rangar, 
Chairman, IndusView Advisors, a cor- 
porate advisory firm, feels, “India con- 
tinues to enjoy a favorable investment 
flavor among investors due to liberal 
economic initiatives on the part of the 
government when compared to China, 
which is much regulated.” 


Outlook 

The talk of the demise of private equity 1s 
proving to be grossly exaggerated. The 
current credit squeeze has separated se- 
rious players from large number of mar- 
ginal players who merely gorged on cheap 
debt and this in all probability keeps the 
industry healthy. A recent study jointly 
conducted by the Boston Consulting 
Group (BCG) and IESE Business School 
dismisses the unwarranted pessimism 
surrounding PE and says that regardless 
of recent hiccups, the fundamental ele- 
ments of the PE business model continue 
to be the same and it remains an impor- 
tant source of capital. The leading PE 
firms continue to raise several billions of 
dollars of capital largely from institu- 
tional investors to invest in the near fu- 
ture. Private Equity International, a glo- 
bal magazine for PE, has reported that 
the world’s 50 largest PE firms together 
have raised $810 bn equivalent to 65% of 
the total PE investment of $1,246 bn 
raised over the last five years, i.e., be- 
tween 2003-2007. Under these condi- 
tions, even if there is a temporary setback 
to the volume of deals completed by PE 
firms, there is every possibility that they 
will return to the market to make avail- 
able the capital raised by their funds. 
However, whether PE can regain its past 
glory and strike mega-deals again re- 
mains to be seen.# 


~ N Janardhan Rao and PS Sarath Chandra 
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World Environment Day - 5th June 2008 





NMDC’s Environmental Activities 


Ñ nvironmental performance in Indian 
corporate is typically am ad-hoe and 
restrieted to compliamce aspects, 
however NMDC Limited follows a proactive 
approach instead of compliance approach. The 
likely environmental impacts of the mining 
activities and other allied activities are 








e Created sound and eco-friendly 
environment for sustainable 


development at all production projects. 

e Planted more than thirty one lakh trees at 
the mines and operational townships with a 
survival rate of +80%. Nearly 4 lakh trees 
have been planted in the projects with the 


assessed prior to the commissioning of the Rana Som survival rate of +90% during the last four 
production in the mines. Consequently pollution CMD. NMDC vears itself. 


sontrol measures and environmental 
improvement works along with massive afforestation 
progmammes are planned based on the antici pated extent 
of the significant impact and for successful control of the 
impact. 

The objectives of NMDC Environmental Management 
Systems as per 150: 14001:2004 are to minimize 
wherever possible or to eliminate environmental 
impacts of its activities, demonstrate total comphance 
with applicable environmental laws, rules and 
regulations and strive for environment protection, 
optimize resource consumption, promote employees 
and public participation in company’s environmental 
management activities. 

NMDC’s four production units, Bailadila Iron Ore Mine 
Deposit -14/11C, Bailadila Iron Ore Mine Deposit Dep-5 in 
Chhattisgarh, Donamalai Iron Ore Mine in Karnataka and 
Diamond Mining Project in Madhya Pradesh are ISO 
14001-2004 EMS certified units. Latest ISO certification 
was made on September 2006 fer continual improvement, 
surveillance audit is done at regular interval by ISO 


certificate Agency M/s Det Norve Veritas. 
< The new project. of Deposit 11B in Bailadila sector has 


e The slimes generated by washing of 
ore at Bailadila 14/11C is being sold directly to M/s 
HGPL (ESSAR) along with fines generating revenue 
and indirectly solving the problem of water 
pollution. 


e Tailing dams and check dams have been constructed 
to prevent water pollution. 


e Undertaken adequate measures for dust 
suppression at mines and ore processing plants to 
prevent air pollution. 

e Regularly monitored environmental parameters to 
check pollution levels in mining and allied activities. 


In NMDC all the environmental norms, as prescribed by 
the Ministry of Environment & Forests / State and 
central Pollution Control Boards are being followed 
meticulously. The regular guidance from the concerned 
regulatory agencies facilitates complying with the 
stipulated standards. 

NMDC mining Projects have bagged many Awards in 
the field of Environment Management and Social 
Awareness such as 


- Advotor 


iii 
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There is a global 
drive to move 
swiftly towards 

carbon neutrality. In 

harmony with this 

global objective, 
NMDC, India’s single 

largest producer of iron 
ore, reiterates its commitment 
to the cause of integrating 
environment friendly criteria into its 
operations, to make a positive impact 
on the environment. 


Some environment friendly activities and 
recognition: 


NMDC has 


® Created sound and eco-friendly 
environment for sustainable development 
at all production projects. 

è Planted more than thirty one lakh trees at 


Awareness Award (FIMI). a survival rate of +80%. 


NMDC mining Projects have bagged 
many Awards in the field of 
Environment Management and Social 
Awareness such as: 





® Tailing dams and check dams have been 
constructed to prevent water pollution. 


® Undertaken adequate measures for dust 
suppression at mines and ore processing 
plants to prevent air pollution. 


è Regularly monitored environmental 
parameters to check pollution levels in 
mining and allied activities. 


è NMDC mining projects are accredited with 
14001: 2004 for Environment Management 
Systems (EMS). 


m Environmental Excellency Award (FMI). 


B® Shri Abheraj Baldota Environmental 
Award (FIMI). 


Æ Green tech Environment Excellency 
Award, etc. 








NMDC Limited 


(A Government of India Enterprise) 

Regd. Office: "Khanij Bhavan", 10-3-311/A, 
Castle Hills, Masab Tank, Hyderabad - 500 173. 
Website: www.nmdc.co.in 
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Cross-Margining 


What Lies in Store for BSE 
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The recent Sebi directive on cross-margining has created a concern relating 
to the competitive position of the BSE. Since the BSE has not been as 
successful as its rival, the NSE, in promoting futures and options trading, the 
concern is that the introduction of cross-margining will provide a further 
competitive advantage to the NSE. The danger is that the dominance of 


Indian financial markets by a sin 
transaction costs and less innovation 


gle exchange may lead to higher 


— John F 0 Bilson 


Professor of Finance, Minois Institute of Technology, 


from my office in Chicago, a city 

that is very familiar with competi- 
tive battles between futures and stock 
exchanges. During the past few years, 
I have witnessed the mega-merger of 
the Chicago Mercantile Exchange and 
the Chicago Board of Trade in the fu- 
‘ures market, and the mega-merger of 
she electronic exchange Archipelago 


Ji have been following this debate 
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Chicago, Minois, US 


with the New York Stock Exchange in 
the equity markets. These events are 
but two examples of a pattern of con- 
solidation that is taking place around 
the world as the technological founda- 
tions of financial markets have 
changed from a physical, open-outcry 
system to an Internet-based, electronic 
system. As we look to the future, it is 
not hard to envisage a world in which 


there is a single electronic exchang 
for all financial products: stocks 
bonds, foreign exchange and thei 
derivatives, 

The primary obstacle standing ir 
the path of this vision is a regulatory 
one. In the US, the difficulty of merging 
equity, futures and currency markets 
arises from the fact that these mar- 
kets are subject to different regulatory 
authorities: the SEC, CFTC and the 
Federal Reserve. In a similar manner, 
national markets are segmented by 
the presence of their own regulatory 
authorities. While regulators may 
stand in the path of progress, they do 
so at the risk of impeding the competi- 
tive position of the markets that they 
deal in. From my office in Chicago, I can 
trade Indian stocks through ETFs on 
the NYSE and Indian rupees on 
Internet-based currency trading plat- 
forms. Furthermore, regulators and 
government officials are now very 
aware of the impact of open capital 
markets on economic growth. C B 
Bhave’s initiatives at Sebi should be 
viewed as an important part of a gen- 
eral strategy aimed at improving the 
efficiency and competitive position of 
Indian capital markets. 


What the new rules say 

There are, in fact, two distinct features 
of the new regulatory framework. The 
first relates to the change in margin 
rules for institutional transactions 
from a T+2 to T+1 settlement system. 
The effect of this change is to require 
institutional clients to post margin on 
their cash market trades. Under the 
T+2 system, a client could purchase 
shares for two-day delivery and offset 
the position the next day, thereby avoid- 
ing the need to post margin. By continu- 
ously following this procedure, the cli- 
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nt was able to create a non-margined 
lerivative instrument, in essence a one- 
lay futures contract. The absence of a 
nargin requirement does not imply the 
sbsence of risk, and the move towards a 
nore transparent and safer system 
should be applauded. Under the new 
system, the client will be required to 
post margin on both cash and futures 
positions. The second feature of the new 
regulations is the cross-margining pro- 
vision. Under cross-margining, a client 
who is long cash and short futures will 
only be required to post margin based 
on the net risk of the position. Cross- 
margining is widely employed for insti- 
tutional clients in the futures market 
and is essentially the same as the 


system has been racked by illiquidity 
and uncertainty associated with valu- 
ations of thinly traded instruments. 
As a result, the futures markets have 
continued to trade in record volumes, 
while the commercial and investment 
banks have faltered. 

When traders consider the cost of 
margins, they are very aware of the 
yield that they will earn on their margin 
deposits. If margins are required to be 
held in cash, or if margins are deter- 
mined to be non-interest bearing, then 
the cost of margin may be quite high if 
interest rates are high. However, mod- 
ern exchanges recognize that the most 
important feature of a margin deposit 
is its liquidity, rather than its yield. In 


The NSE has been innovative in product 
development, in execution, and clearing 
services. It is known for its liquidity, small 
bid-ask spreads, and wide coverage. 


Value at Risk (VaR) model used in the 
banking industry. 


Lessons from the US 

One concern that has been expressed is 
that the introduction of margin require- 
ments for institutional investments 


- may damage the competitive position of 


Indian capital markets relative to other 
Asian countries which do not impose 
this requirement. From a US perspec- 
tive, this is an old argument. Our fu- 
tures markets were based on the con- 
cept of mark-to-market pricing and the 
posting of margin to guarantee that 
participants fulfill their obligations. 
Our banking markets, in contrast, 
were based on historical pricing and 
settlement at maturity. As the current 
credit crisis demonstrates, the mar- 
gin-based system has a far greater re- 
siliency during periods of financial dis- 
tress. Throughout the crisis, there have 
been no instances where futures mar- 
kets participants have been unable to 
value their positions and fulfill their 
obligations. In contrast, the banking 
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the US, margins may be posted in Trea- 
sury Bills, Treasury Bonds and other 
instruments. Since these instruments 
bear market yields, the ‘cost’ of posting 
margin is insignificant. 


Impact on BSE 

As far as the cross-margining provi- 
sions are concerned, it is important to 
note that these provisions only apply to 
one specific trade where the cash and 
futures positions offset each other. 
Cross-margining is of no value to the in- 
stitutional investor who is straight long 
or short the cash or futures instru- 
ments. The immediate beneficiary of 
the rule will be the arbitrageur who is 
trading in the cash and futures mar- 
kets. By lessening the amount of mar- 
gin that must be posted by the 
arbitrageur, the rule will encourage this 
activity to a degree that will be deter- 
mined by the cost of the margin. (For 
example, if the arbitrageur could bor- 
row money at the same rate that he 
earns on his margin deposits, then the 
impact of the rule would be negligible.) 


Cross-Margining 


The secondary beneficiaries of the rule 
will be the other market participants 
who will benefit from the closer rela- 
tionship between cash and futures 
prices. 

To the extent that the BSE remains 
behind the NSE in futures trading, it 
would appear that the cross-margining 
provisions would impair its competitive 
position. This is not necessarily the 
case. First, the absence of futures trad- 
ing at the BSE can be partially attrib- 
uted to the T+2 settlement provisions 
that allowed traders to create deriva- 
tives positions in the cash markets 
without paying margin. If these trades 
are no longer permitted, one would ex- 
pect that futures contracts would be- 
come more popular at the BSE. How- 
ever, even if the BSE remains as a mar- 
ket that is primarily driven by cash 
transactions, it will still benefit from 
the greater efficiency at the NSE. If I 
may again use an example from the US, 
a large fraction of the volume on the 
NYSE arises from cash hedging posi- 
tions emanating from the CBOE in Chi- 
cago. In the same way, a large fraction of 
the trading in India arises from arbi- 
trage and hedging activities between 
the two markets. 


Better without BSE? 

The competitive problems of the BSE 
are not primarily due to the regulatory 
environment. The simple reason for this 
is that both exchanges are subject to the 
same regulations and the same regula- 
tor. The NSE is widely recognized as one 
of the world’s largest and most techno- 
logically-advanced exchanges. It has 
been innovative in product develop- 
ment, in execution, and clearing ser- 
vices. It is known for its liquidity, small 
bid-ask spreads, and wide coverage. In 
preparing this note, I accessed informa- 
tion on the websites of the two ex- 
changes and, on this modern criterion, 
the NSE’s technological prowess was 
clearly evident. 

Given these advantages, would it be 
harmful to Indian capital markets if the 
BSE disappeared? From an economist’s 
perspective, it is always good to have 
competition and the question would be 
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Cross-Margining 


i 


the extent to which the reliance on a 
single exchange would damage the mar- 

et. The answer to this question clearly 
depends on the extent to which the gov- 
ernment continues to promote open 
capital markets in India and the extent 
to which foreign capital markets con- 
tinue their trend towards globalization. 
If Indian stocks are traded on electronic 
platforms developed by NYSE/ 
Euronext, then competition from the 
NSE may be the least of the problems 
facing the BSE executives. The other 
side to the economist’s preoccupation 
with competition is the technological 
fact that markets, particularly elec- 
tronic markets, are subject to signifi- 


A single clearing house for all futures and cash 
transactions would permit a cash position on the BSE 
to be hedged with an NSE futures contract in a transaction 
that would satisfy the cross-margining rules. 


cant economies of scale. While there are 
huge fixed costs associated with com- 
puters and software development, the 
systems that have been developed are 
almost infinitely scalable. Thus, the ad- 
vantages of multiple competitors must 
be weighed against the savings of econo- 
mies of scale. 

There are some developments that 
could capture the economies of scale 
while preserving the competitive struc- 
ture. Of these, the most important 
would be the creation of a single clear- 
ing house for all futures and cash trans- 





Products No. of Contracts Turnover (value in Rs cr) 
BSE NSE BSE NSE 


actions. This would permit a cash posi- 
tion on the BSE to be hedged with an 
NSE futures contract in a transaction 
that would satisfy the cross-margining 
rules. In the US, the Option Clearing 
Corporation (OCC) acts as a common 
clearing house for all option contracts. A 
trader can offset an option contract on 
the Philadelphia stock exchange with 
an option contract on the Chicago Board 
of Trade because the two exchanges are 
linked through the common clearing 
house. 

In addition to the introduction of a 
common clearing house, there are other 
strategies that the BSE could follow to 
increase its competitive position. Ex- 


change Traded Funds (ETFs) are a rela- 
tively new instrument in the US that 
have created a market-based alterna- 
tive to conventional mutual funds. The 
BSE could offer Indian investors ETFs 
on global indices like the S&P, FTSE, 
and DAX. They could also offer futures 
contracts on energy, real estate, pollu- 
tion, weather and catastrophic risk 
based on the success of these products 
in other markets. There is a rapidly 
growing demand for longer dated fixed 
income products for home purchasing or 
retirement planning. Finally, there is a 





Stock futures 0 


32294791 
Stock options - 1606298 


- Source: BSE & NSE 
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Sebi on Cross-Margin 


= Cross-margin facility will be available ini- 
tially for institutional trades. 


= Cross-margin facility will be available to 
positions in cash market having corre- 
sponding off-setting positions in the 
stock futures market. 


= For positions in the cash market which 
have corresponding off-setting positions 
in the stock futures, VaR margin shall not 
be levied on the cash market position to 
the extent of the off-setting stock futures 
market position. 


= Extreme Loss Margin and Market to Mar- 
ket Margin shall continue to be levied on 
the entire cash market position. 


= Near month stock futures positions shall 
not be considered for cross-margin ben- 
efit three days prior to expiry (as currently 
being done in the case of calendar 
spread.) 

= There will be no change in the margins on 
the F&O positions. 


need for a wider variety of foreign cur- 
rency products as the Indian economy 
continues its amazing foray into world 
markets. 


Outlook 


In summary, severe competitive pres- 
sure is not something that is unique to 
the BSE. The relentless pressure of 
economies of scale resulting from tech- 
nological progress is causing consolida- 
tion and change throughout the world’s 
capital markets. However, the same 
technological progress is responsible for 
the impressive growth in the volume of 
trading in traditional products and for 
the introduction of many new products 
associated with the securitization of 
banking, insurance and other finance- 
related activities. The BSE must learn 
to survive in this rapidly changing 
world, or it must exit the stage grace- 
fully. The issue of margins and cross- 
margining is small detail in this wider 
picture.s= 
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The root cause of the current food price crisis in India can be traced to the 
ill-conceived agricultural policies of successive governments, both central 
and state. Increased investment, improving and expanding the existing 
productive capacity, increasing the capital formation, and better focus on 
research and technology could help the nation reverse the trend. 
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ndia consists of 100 millio 

hardworking farmers who do nc 

have surpluses and requires gov 

ernment direction and support to prc 
duce enough food with the availabl 
land to meet the demands of 1,100 mil 
lions. Indian food Security needs to bi 
understood in terms of food availability 
across the country, regional difference; 
in production, and accessibility of fooc 
by the poor and hungry people in regard 
to the existing distribution system and 
buying capacity. And why is India still a 
recipient of food assistance when it has 
already achieved optimum production? 
We should stop asking for food assis- 
tance from international donors and 
strengthen our distribution system 
with an emphasis on more employment 
generation schemes in rural areas. 

The continuing rise in food prices is a 
matter of great concern and the problem 
is a real one. During the past nine 
months, food prices have risen by 50%, 
threatening global stability. Various in- 
ternational organizations, such as The 
World Bank, International Monetary 
Fund, United Nations Food and Agricul- 
ture Organization, have warned that ris- 
ing food prices threaten to wipe out a de- 
cade of efforts to achieve global food secu- 
rity. Social unrest could spread in sub- 
Saharan African countries where 50 to 
60% of household income is spent on food. 

The causes are plenty, such as 
droughts, push to use biofuels made 
from corn to reduce dependence on fossil 
fuels, increased demand for meat and 
dairy products from richer Asian coun- 
tries, and so on. These explanations 
highlight the external causes but totally 
ignore the causes rooted in the policies 
that have led to stagnation of agricul- 
tural sectors. Hunger is caused not by 
high international food prices, but by lo- 
cal conditions, especially rural poverty 
linked to agricultural productivity. 
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Indeed, the story of Indian agricul- 
ture has been a story of ill-conceived and 
quite often inappropriate policies. Be- 
sides the weather-induced fluctuations, 
what ail the growth of agriculture sector 
are reduced capital investment and pla- 
teau of productivity of major crops. The 
growth of food grain production fell from 
3.2% during the 1980s to 1.1% during the 
1990s. More importantly, the growth of 
food grain production has remained less 
than the population growth. Further- 
more, the deceleration was much more 
after 1996-97 and the growth rate re- 
mained less than 1%. Hence, the country 
started facing severe supply side prob- 
lems since the mid-1990s, which became 
acute by the turn of century. This hap- 
pened because the agriculture scenario 
has dramatically changed, but many of 
the policies have not kept pace with 
these changes. 

Sustained agricultural growth is a 
sine qua non for accelerating the pace of 
Indian economic growth. But sustained 
agricultural growth, among other 
things, requires a constant expansion in 
its productive capacity, which inter alia 
implies continuous increase in capital 
formation in agriculture. Capita! for- 
mation in agriculture comprises asset 
creation, directly and indirectly, for aug- 
menting production. Land reclamation, 
preventing soil erosion, irrigation and 
flood control directly add to the existing 
stock of capital. Inputs such as equip- 
ments, animals, fertilizer, storage, 
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transport and communication all these 
are important components of capital 
formation. Investment in science and 
technology and training are equally im- 
portant segments of capital formation, 
which improve the quality and produc- 
tivity and shift the production frontier. 

Today, increased investment in ag- 
riculture has added relevance in India, 
particularly due to a near exhaustion of 
the possibility of bringing more land un- 
der cultivation, implying thereby that 
the increase in agricultural production 
has hereafter to be secured through a 
sustained acceleration of yield per unit 


Commodity exchanges may be an answer, but 
once again we need to have competition among 


many players. 


of land. Again, what is equally impor- 
tant is the existing productive capacity, 
and every addition to it has to be uti- 
lized in the most optimum and efficient 
manner. 

Moreover, care has to be taken to 
see that the overall structure of invest- 
ment in agriculture and periodic 
changes in it are, among other things, 
growth promoting as well as employ- 
ment generating. A mere 5.8% share of 
agriculture in gross capital formation 
for a country whose 70% population de- 
pends on agriculture and nearly 20% of 
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GDP comes from agriculture, is nothing 
less than a crime. j 

No doubt, technology will bring aboút 
an improvement in agricultural produc- 
tivity and competitiveness, but more im- 
portant is how the technology is driven 
by market demands. India invests a sub- 
stantial amount of money in the agricul- 
tural sector, but a large share goes to 
subsidies for fertilizer, electricity, water 
and Minimum Support Price, and so on. 
The spending on subsidies is about four 
times more than the spending on invest- 
ments. Hence, the agricultural scenario 
is dominated by features having short- 





term impact rather than lasting and 
long-term. This needs to be reversed. A 
highly regulated market discourages pri- 
vate investment in rural areas. Since ag- 
ricultural sector is becoming more re- 
sponsive to market demands, public-pri- 
vate partnerships have an opportunity 
to play a larger role. This is likely to im- 
prove agricultural productivity, competi- 
tiveness and supply response, and will 
be critical in responding to the new chal- 
lenges of the agriculture sector. 

Commodity exchanges may be an \ 
answer, but once again we need to have 
competition among many players. There 
is no shortage of money, but a proper 
policy framework needs to be in place. 
The retail investors are a big chunk 
these days, so allow them to be partici- 
pants as well. Instead of focusing on 
cricket and Bollywood, the governments 
should divert their attention to the un- 
dernourished and the health needs of 
people. The Government of India as well 
as all state governments, past and 
present, has to share the blame for the 
current mess. Indeed, we are paying the 
price for neglecting the agriculture sector 
for long. Will our policy makers, at least 
now, confront the reality? wm 
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HP-EDS 


Challenging the Big Blue 





the world’s top IT services company. However, the challenge to sew its 
second biggest deal, after its 2001 buyout of Compaq, will not be any less 


daunting for the PC-to-printer giant. 





s Hewlett-Packard (HP), the 
world’s largest PC maker, an- 
ounced its decision to pur- 

chase Electronic Data Systems (EDS) in 
a deal worth $13.9 bn, it must have been 
more satisfying for Carly Fiorina, the ex- 
boss of HP, than anyone else at the Paulo 
Alto, California-based company. The 
firebrand, former HP CEO’s acquisitive 
growth strategy that the way to grow 
ahead for the company is big bang acqui- 
sitions and not plain vanilla organic 
route—which was opposed vehemently 
by the PC maker’s founding family— 
now stands vindicated. Nevertheless, 
the all-cash deal poses daunting chal- 
lenges to the leadership of Mark Hurd, 
who skillfully turned around HP post its 
troubled acquisition of Compaq in 2001 
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that cost Fiorina her job, as sharehold- 
ers blamed her for bringing HP to the 
lowest point in its history. The problem, 
many analysts say, is that Hurd is es- 
sentially an operations guy and not the 
visionary type a la his predecessor, 
Fiorina. A 25-year NCR veteran during 
his long stint in the industry, Hurd has 
won a reputation as a cost-cutter, but 
lacks a track record as a visionary in the 
high-tech business. “The last thing HP 
wants is a great visionary; it needs disci- 
pline to articulate how to take on the 
competition,” remarked Philip Fersht, 
Vice-President at research firm, Yankee 
Group, as Hurd took the reins of HP in 
April 2005. 

True to his reputation, Hurd went 
on a major cost-cutting drive that saw 


him slash 14,500 jobs or 10% of HP’s 
workforce, pare retirement benefits, 
and cut down spending on the data cen- 
ters, real estate and even file cabinets. 
Thanks to these efforts, HP began its 
remarkable recovery “from a nagging fi- 
nancial hangover that was exacerbated 
by the biggest acquisition in its 69-year 
history—the $19 bn purchase of 
Compaq Computer Corp., completed in 
2002 over strident shareholder objec- 
tions,” as Michael Liedtke of The Asso- 
ciated Press put it. Since Hurd’s arrival, 
HP’s stock price has more than doubled, 
while its annual revenue soared past 
$104 bn in fiscal 2007—the only infor- 
mation technology firm in the world to 
have achieved that feat. Also, he suc- 
cessfully boosted the firm’s earnings 
which grew 17% to touch $7.3 bn during 
the same period, owing to a combina- 
tion of prudent cost-cutting as well as 
margin expansion. HP also toppled Dell 
in 2006 to reclaim its top spot as the 
global PC vendor and has consistently 
met or bettered Wall Street’s expecta- 
tions. 

The acquisition will place HP in the 
forefront in personal computer and 
printer making, with No. 2 position in 
IT services, behind IBM and make it 
more competitive globally, particularly 
in Europe and America. With a com- 
bined workforce of 210,000 employees, 
doing business in more than 80 coun- 
tries, HP expects ‘significant synergies’ 
that aim to fulfill HP’s objective to rein- 
force its service offerings, which among 
others include IT outsourcing including 
data center services, workplace ser- 
vices, networking services and managed 
security, business process outsourcing, 
including health claims, financial pro- 
cessing, CRM and HR outsourcing; ap- 
plications, including development, 
modernization and management; con- 
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INTERVIEW 


HP-EDS 





“Inevitably, both companies have different structures and cultures, and blending the 


two will not be easy.” 


How do you view HP’s acquisition of EDS? 

It is the biggest IT services acquisition ever 
seen and marks a major development in the 
industry landscape. For HP, the deal trans- 
forms both the capabilities and the scale of 
its global IT services business. 


In the past, EDS has undertaken extensive restruc- 
turing to improve its profitability. Despite this, it has 
lower margins than HP In this regard, what is the 
synergistic potential of EDS? 

HP too has worked to trim costs in recent years 
under Mark Hurd. By combining the two busi- 
nesses, management will be able to drive 
through a further round of rationalization and 


Phil Codling 


Principal Analyst, IT Services 
Practice, Ovum 





In the wake of its much criticized acquisition 
of Compaq, what integration challenges does HP 
face? 

HP will have learnt some lessons from the 
Compaq integration. They must make sure 
they motivate and retain key people in both 
organizations, as this ultimately will be a 
major factor in determining whether cus- 
tomers approve of the performance and 
prospects of the merged company. 


EDS corporate culture is described as militaristic at 
times. Having undertaken the Herculean task, on 
the part of HP, what are the cultural and other major 
challenges? 


cost-cutting, for example in areas such as back office and admin- 
istration, office locations, network provisioning and data centers. 


Where does the deal place the combined match-up vis-a-vis the market 


leader, IBM? 


IBM will still be the larger (and largest) player in IT services 
globally. It also has a business consulting capability that HP 


+ EDS cannot match. 


sulting and integration; and technology 
services. 

But for all his cost-cutting bravado, 
the big-ticket acquisition of EDS never- 
theless would be faced with a different 
set of challenges and not the same 
which it faced in the case of Compaq. 


Enter the big league 

For long HP yearned to be a major force 
in the fast growing tech services arena, 
however, has lagged behind rivals like 
IBM and Accenture so far. In EDS, 
which pioneered the outsourcing of data 
management and management of data 
centers, HP finds a perfect fit to realize 
its business services aspirations. “The 
combination of HP and EDS will create 
a leading force in global IT services,” 
said Hurd, while announcing the trans- 
action. “Together, we will be a stronger 
business partner, delivering customers 
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I’ve never heard it described that way, but one of EDS’s 
strengths is its defense-sector contracts. Inevitably, both 


companies have different structures and cultures, 


and blending the two will not be easy. Although this is es- 


sentially a ‘reverse takeover’ (with HP’s outsourcing busi- 


formers. 


the broadest, most competitive portfo- 
lio of products and services in the indus- 
try. This reinforces our commitment to 
help customers manage and transform 
their technology to achieve better re- 
sults,” he further said. According to re- 
search firm Gartner, worldwide IT ser- 
vices revenue grew 10.5% to $748 bn in 
2007. Besides, it also gives access to big 
pocket clients like large enterprises 
and government projects that require 
end-to-end solution from running com- 
puter data centers to writing software 
programs and consulting for complex 
projects. 

One of the most attractive proposi- 
tions of the current deal is that it cata- 
pults HP from being a distant fifth in 
the lucrative IT services business to a 
close number 2, staring daringly at the 
leader IBM. Despite it having made 
some inroads into the tech services 


ness being incorporated into and led by EDS), EDS will need 
to be careful to retain the strengths of HP and its high per- 


market, HP has remained largely 
known as a maker of PCs and printers. 
However, with this deal it could hope to 
redefine itself in the marketplace. A 
HP-EDS combine will have a market 
share of 5.3%, which is quite compa- 
rable with that of IBM at 7.2%, as of end 
2007. EDS will provide the much- 
needed fillip to HP’s services portfolio 
in attracting and retaining large clients 
and also in reining in costs. 

As per the terms of the deal, EDS 
stockholders will receive $25 for each 
share of EDS common stock that they 
hold at the closing of the merger. The 
transaction is expected to close in the 
second half of calendar year 2008. The 
HP-EDS combine, with services revenue 
in excess of $38 bn, will have the critical 
mass to address the needs of the clients 
more effectively. “Size matters in this 
business, because a larger company can 
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have people in place across the globe te 
provide the services,” commented a re- 
port in the NY Times. According to in- 
dustry analysts, the deal strengthens 
infrastructure outsourcing offerings of 
the two firms and hence it is essentially 
about ‘scaling up.’ Combining with EDS 
allows HP to double its services revenue 
to $38 bn from just $17 bn it reported 
last year, surpassing rivals such as 
Accenture and Fujitsu. “IT services are 
a big and strategic part of the market- 
place and they influence technology pur- 
cheses downstream,” says Ben Pring, 
Vice-President, IT Practices Group, 
Gartner. That means if IBM Global 
Technology Services is working with a 
client at the services level, there is more 
of a chance the customer will buy IBM 
technology. If HP can get its foot in the 
door with more services customers, 
hardware and software sales could fol- 
low. According to Pring, “If HP had a big- 
ger professional services umbrella and 
foctprint, they would get greater access 
to a very strategic marketplace.” 
According to Gartner’s estimates, 
the EDS acquisition will allow HP ac- 
cess to some 40,000 plus additional re- 
sources in low-cost labor locations and a 
strong client base across a variety of in- 
dustries; some of the key clients of EDS 
include General Motors, Royal Dutch 
Shell, United States Navy, and the UK 
Ministry of Defense. EDS, which many 
analysts say has been technology ag- 
nostic, will obviously be recommending 


Packing a Punch 
HP’s stock price 


HPQ Daily 
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HP’s servers and systems to its clients. 
“EDS traditionally has been considered 
“technology agnostic,” meaning it 
doesn’t favor particular vendors when it 
recommends computing gear and soft- 
ware to customers. If EDS starts to fa- 
vor HP computers and software under 
its new ownership, that could deal a 
blow to Sun Microsystems Inc., said 
Christine Ferrusi Ross, an Analyst 
with Forrester Research in an inter- 
view. EDS buys a lot of Sun equipment 
to power the data centers that it runs 
for its customers, he added. 

More than 50% of HP’s $16.65 bn in 
services revenues last year came from 
providing support for its own comput- 
ers, printers and software, while EDS 
has huge businesses in running compa- 
nies’ computing operations and in writ- 
ing new software applications for them. 
“Blend them together, you get a much 
more balanced organization. It makes 
them look a little like an IBM Global 
Services,” said Lindy Hanson, Analyst 
for Technology Business Research. 
Gartner says that while C&SI (Consult- 
ing and System Integration) becomes a 
strategic growth opportunity for HP, the 
Paulo Alto, California-based firm will 
have to fight stronger competitors, in- 
cluding Accenture, IBM and many niche 
and vertical providers that combine 
front-end C&SI services across a range 
of solutions, such as CRM and ERP. 
Gartner suggests that HP needs to ag- 
gressively set up a new C&SI business 
unit to maximize this opportunity, inte- 
grate consulting with solutions, and use 
HP’s technology assets to their full ser- 
vices advantage. If this unit resides in 
an existing organization, it will struggle 
as it currently does in both organiza- 
tions. 

Synergy benefits could also come 
through cost-cutting. “HP has many op- 
portunities to cut costs, such as using 
its hardware maintenance organization 
to support third-party hardware, which 
EDS contracts out,” said Gartner. It 
also expects the combination to lay off 
10,000 to 15,000 jobs that will boost 
EDS’s gross margin and may take it to 
about 15%, up from 9.7% today. The all 
cash tie-up, expected to close in the sec- 


ond half of 2008, will enable HP boost 
its adjusted earnings per share in 2009, 
achieve total profit by 2010, and revive 
EDS’s position as a leader in global 
technology services. 

The HP-EDS collective services rev- 
enue of $39 bn as at the end of each 
company’s 2007 fiscal year as against 
IBM’s $54 bn would still be smaller. 
But, according to Kathryn Hale, Re- 
search Vice-President at Gartner, only 
HP has the wherewithal to acquire 
EDS. With EDS’s strong global network. 
HP could expand its services presence. 
focusing mainly on product support tc 
generate revenue that could be consid: 
ered a serious threat to IBM. Last year 
IBM led the market with about $54 bn ir 
revenue followed by EDS with $22 bn ir 
the second-place, and HP with $17 bn ir 
fifth-place, behind Accenture anc 
Fujitsu. In 2006, though EDS showed ¢ 
bigger growth than IBM, the positior 
was reversed in 2007 with IBM increas 
ing its revenue by 12.2% year-over-year 
compared with 3.4% for EDS. HP’s busi 
ness grew by 8.1% and accounted for 167 
of its total revenue for 2007, most o 
which is contributed by its printer an 
PC businesses. Extensive restructurin 
in the past years to improve its profit 
ability and cover up huge losses has no 
helped EDS overcome its slow growth 
and its stock was down by 30% over th 
last 18 months; with zero organic-rev 
enue growth, it became an easy buyou 
candidate. 

Inclusion of EDS would not neces 
sarily slow HP’s growth, as CEO Mar! 
Hurd said, EDS expertise in IT techno. 
ogy made it attractive and “EDS is mor 
mature and more sophisticated wit 
many of the processes that they bring t 
the market than we are.” Howeve! 
Louis Miscioscia of Cowen & Co. feel 
that it would have made more sense fo 
HP to move more towards business pr 
cess outsourcing services instead of I 
infrastructure outsourcing services the 
EDS specializes in. 


Integration challenges 

The track record of HP-Compaq merge 
had been terrible with product overlay) 
and faced intransigent integration cha 
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lenge. Analysts opine that the ‘com- 
bined entity should not simply become 
a bigger version but a distinctively new 
company capable of adapting to differ- 
ent cultures and operating in various 
markets around the world. Further, 
though HP has the financial where- 
withal, execution will be the biggest 
risk, especially in Europe, where cutting 
jobs to achieve cost savings would be 
difficult. When the integration of two 
global companies is involved, it often 
results in loss of major clientele and key 
staff. “Integrating people is very differ- 
ent than products,” said Pring. Integrat- 
ing two distinct cultures would also 
pose significant challenges to the duo. 
EDS is described as militaristic at 
times with a stodgy corporate culture. 
The company’s employees include 
former military leaders and have 
slightly over 10% of total revenues com- 
ing from the US government projects. In 
contrast, HP is famous for its culture, 
called the HP Way; it focuses on em- 
ployee satisfaction as the source of com- 
pany success. Some of the by-products 
of the HP Way includes flextime, profit 
sharing, tuition assistance and open 
communication between managers and 
employees. 

Notwithstanding, Crawford Del 
Prete of IDC feels that HP is getting a 
good deal in acquiring EDS, as the com- 
pany “is a pretty lean place and it 
should be easier to consolidate their 
data centers with more automation pro- 
zesses and EDS in effect will become an 
yutlet for HP technology with its cus- 
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tomer base.” Dana Stiffler, Research 
Director with AMR Research too echoes 
the same feelings as she said, “EDS 
would give HP a boost in custom appli- 
cation and infrastructure management 
services, but less so in managing pack- 
aged applications from the likes of 
Oracle and SAP”. However, the integra- 
tion of two large companies with en- 
tirely different technology and corpo- 
rate cultures requires Herculean ef- 
forts. According to the research firm, 
Ovum, combining services portfolios 
and delivery platforms to maximize 
economies of scale would be a huge 
task, and people are the greatest asset 
of a services business and HP would 
need to move quickly to stem any po- 
tential ‘brain drain’ from EDS. Ap- 
praising the strategic move by HP, MD 
of Equa Terra Europe wondered 
whether it should have chased an In- 
dian player, such as TCS, Wipro or 
Infosys, and the reported EDS price 
rise is because of talks of takeover, not 
performance per se. 

Another issue is that EDS has busi- 
ness relationship with Dell since the 
1990s with many EDS clients using 
Dell hardware and will continue work- 
ing with Dell in the coming years to ser- 
vice the contracts, leading to customer 
overlap with HP. However, according to 
Paul Roehrig, Principal Analyst at 
Forrester Research, with its EDS acqui- 
sition HP is trying to compete more 
with IBM and Accenture, not Dell. 

Also, the size of the proposed merger 
with EDS would pose more daunting 
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challenges. EDS has 140,000 employ- 
ees while HP has 172,000. About two 
thirds of the EDS employees are located 
in the US, which means HP would be 
buying a relatively expensive workforce 
compared to the fast-growing lower-cost 
competition based overseas, said A M 
Sacconaghi Jr., an Industry Analyst 
with Sanford C Bernstein & Company 
in an interview. 


Gung ho! 

Having pulled off a successful three- 
year turnaround with $104 bn sales 
last year (including HP-Compaq 
merger), HP’s CEO is very optimistic in 
his outlook. “When you look at the total 
opportunity for us, it’s somewhere north 
of $1.2 tn. The consumer's a big piece of 
that,” Hurd said. By offering a broad ar- 
ray of products coupled with expensive 
software and consultancy services, Hurd 
is aiming to achieve triple benefits to 
HP: double HP’s profits, reshape and 
build itself to pose a threat to IBM, and 
permanently close down a distribution 
channel for other competitors. 

Having built a reputation of turning 
things around by prudent management 
and cost-cutting measures, Hurd and 
his team, nonetheless, face the daunt- 
ing task of retaining the talent and ex- 
pertise of EDS, without losing much 
ground to rivals. However, EDS does not 
have the same glorious track record as — 
HP when it comes to deal frenzy. In 
1995, EDS tried to follow IBM by ac- 
quiring management consulting firm 
AT Kearney, but within a year it was 
sold, as the acquisition failed to fetch 
the expected synergy benefits. Much be- 
fore that, GM bought EDS in 1984 but 
sold it off in 1996. 

Hurd is, however, confident that to- 
gether the two companies will be able to 
create the “best services company on 
planet Earth, delighting customers in 
everything we do.” “It’s like anything 
else: You have to get the job done,” he 
said. “Execution talks.” But it would be 
a while before the verdict is out on his 
latest (ad)venture.« 


— Amit Singh Sisodiya and KS Revathi 
Reference # 01M-2008-07-12-01 
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Online Reputation Management 





A New Fad or Necessity? 





An industry of online fixers has emerged in the recent past to protect its 
Clients against damaging information on the Web. 





t is no secret that the explosion of 
social media has ushered in a new 
era of digital transparency which 
has empowered the consumer to en- 
hance or destroy the reputation of com- 
panies. In a true sense, though good and 
bad reputations are two sides of the 
brand coin, companies would always 
want to retain their competitive advan- 
tage of having a good reputation and 
hence pour in millions of dollars in brand 
building campaigns. Despite all these 
efforts, it is quite possible that even a 
single online reputation disaster can un- 
dermine the company’s reputation. 

For instance, the worst nightmare of 
US-based Kryptonite, a maker of high- 
_ end locks for bicycles and other sporting 
equipment, had come true in 2004 when 
a post on a forum revealed that a high- 
priced Kryptonite lock could be opened 


> 
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in no time with just a ballpoint pen. In a 
very short span of time, the news spread 
like wildfire and reached thousands of 
bicycle enthusiasts across the world. As 
a consequence, the company had to vol- 
unteer a lock exchange program in all 
the countries where they had a pres- 
ence. Besides this, it also ended up in 
redesigning the age-old product in just 
10 months’ time. This episode under- 
scores the growing power of online me- 
dia in deciding the future of the busi- 
nesses. 

Undeniably, social media revolu- 
tion has amplified the voices of today’s 
consumers and any bad review by them 
has a high probability of putting the 
company’s reputation at risk. Hence, of 
late, there is a felt need across organi- 
zations to make Online Reputation 
Management (ORM) an integral part of 


the system. Thus, a new breed of compa- 
nies offering such services has evolved 
to cater to this growing phenomenon. 


Growing lure 

ORM is one of the latest buzzes doing 
rounds in the corporate world. Industry 
experts opine that ORM is a space 
that’s hot and is heating up further. It’s 
true that good reputation is a very valu- 
able asset for many successful busi- 
nesses. Good reputation brings in more 
business, builds confidence and trust, 
and develops good relationships with 
its customers and suppliers, and 
thereby enhances the profitability of 
the company. Any successful business, 
either traditional or online, needs good- 
will to sustain in the market. 

Customers prefer to run a quick 
search, using Internet search engines, 
about the product before buying it. 
Though a majority of purchases are 
made offline, customers still prefer to 
browse online to collect information and 
opinions about the products. In such 
cases, maintaining good information 
online becomes essential. 

In a recent survey, it has been ob- 
served that almost 60% of online buy- 
ers’ choices are influenced by the peer 
reviews about the brands. This shows 
the effect of reviews on the purchasing 
behavior; hence with the extensive us- 
age of social media tools like blogs, vid- 
eos, news, groups and websites, the 
news spreads much faster. It is rightly 
said that once viral marketing starts 
spreading it is difficult to stop. In such 
cases, Managing one’s reputation online 
becomes questionable. With more and 
more potential customers increasingly 
going online to research the products 
and services, bad reviews about compa- 
nies that show up in a search could 
mean loss of business to the respective 
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companies and small companies alike.” 


Online reputation management services are gain- 
ing traction of late. To what extent do they benefit 
small companies? 

Beau Brendler: This question depends on 
the specific type of online reputation man- 
agement services offered. In some cases, the 
term can mean anything from search engine 
optimization to making overall improve- 
ments in design of a company website to di- 
rectly trying to influence what others may 
Say about your company online. 

The most controversial aspect of online 
reputation management is in trying to mini- 
mize or suppress criticism from customers 
or others on social networking sites, for in- 
stance, or user review sites, complaint sites 
and other places where people go to find out information 
about companies with whom they are considering doing busi- 
ness. 

Having directly dealt with this controversial aspect of 
online reputation management, and from experience in the 
US market, I would Say its benefit to small companies is 
questionable, and ultimately could be harmful. The general 
public is growing wiser to situations in which agents of a com- 
pany might pose as a customer and post favorable reviews for 
a company on a site in which most of the customer feedback is 
negative. Unfortunately, I think the general public is less 
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“Everyone benefits from online reputation 


management services—Ffortune 500 


wise to the practice of attempting to ma- 
nipulate search engine results in order to 
‘bury’ or cover up legitimate customer feed- 
back. But at the same time, I think the gen- 
eral public is also beginning to look beyond 
the first page of search results. 

Janet Boulter: Online reputation manage- 
ment companies can benefit smal] and 
growing companies in a number of ways- 
They can generate positive placement on 
the Internet search engines, create news sto- 
ries and they can create rebuttals (if 
needed), for companies that may have re- 
ceived less than satisfactory publicity on 
the Internet. 

Leslie Gaines-Ross: Everyone benefits 
from online reputation management services—Fortune 500 
companies and small companies alike. The reality today is 
that people are searching for information about the reputa- 
tion of individuals and companies on the Internet before they 
make a decision to do business with them, so it’s critical for a 
company of any size to be portrayed accurately and positively 
online. 


What are the various tools and applications used for effectively 
managing online reputation? e 
Beau Brendler: In the US, a number of companies are offer- 


companies. To serve this growing need, 
an industry of online fixers has emerged 
in the recent years to protect clients 
against damaging information on the 
Web. 

Online Reputation Management 
Services (ORMS) are services offered by 
companies which try to bury the web 
pages with damaging content deep into 
the search engine results and highlight 
the ones with constructive and useful 
information about their clients. It is 
said that ORMS includes marketing 
anc public relations with search engine 
marketing. These companies control 
and monitor the information posted on 
the Web and answer questions like 
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whether the information was legiti- 
mate, good, relevant, up-to-date, or 
posted by dissatisfied customers, envi- 
ous competitors, or by clients with ulte- 
rior motives. 

The need for such services is increas- 
ing as more and more users are switch- 
ing online to research about the well] be- 
ing of a company. In the current digital 
era, users enjoy full voice through chat 
rooms, blog posts, forums and other 
online media tools and applications. 
This trend is increasingly deciding the 
fate of many online businesses, and 
hence there is a felt need to deeply ex- 
amine such pages. ORMS basically 
deals with the negative publicity of 


their clients and alerts the manage- 
ment in developing Strategies to 
counter such issues. 

As companies cannot manage such 
huge databases to monitor the result 
pages, the task is outsourced to ORMS 
firms. ORMS firms try to glue the nega- 
tive displays and find out the intrica- 
cies in such postings. If these pages in- 
clude bad reviews, then ORMS firms 
will try to tackle them honestly and ask 
the clients to develop Strategies accord- 
ingly. A few Internet sites like Slashdot, 
eBay, ePinions, Amazon and Google are 
already using some form of reputation 
mechanisms to counter such issues 
through the use of collaborative filter- 
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ing online reputation management services along with search 
engine optimization. I am not familiar with specific software 
tools and applications, beyond basic optimization tech- 
niques. The practice of burying search results is usually done 
by optimizing separate pages on the company’s own site, and 
using third-party data display sites or directories to try to 
increase the number of neutral search results a search engine 
user might see on the first page of results. 

Janet Boulter: The first and most impor- 
tant tool for managing your company’s online 
reputation is your own website. The website 
should be current, user-friendly, easy to navi- 
gate and provide contact information, if a po- 
tential customer chooses to ‘talk’ te an em- 
ployee of the company, rather than commu- 
nicating via e-mail or questionnaire. If the 
company also has a blog, it is imperative 
that the information be current and truthful. 

Next, focus your attention on expanding 
your public relations activities with your 
company. Submit press releases to the me- 
dia regarding newsworthy events, including 
staff changes, new product launches, service 
improvements, upeoming seminars, and 
webinars on a regular basis. Always put the updated news 
releases on your website, so current and potential customers 
can broaden their understanding of your company and its 
products/services. Continually, generating your own positive 
press about your company’s activities will help minimize any 
negative press that may exist on the Internet. 

One of the most common sources for negative publicity 
comes from either current or former employees. A good way to 
keep your employees happy is to keep them informed. The 
first rule is to communicate, communicate, and then commu- 
micate some more. Your company management needs to be 
continually informing your employees about your company’s 
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activities, products, services and internal changes. Reviev 
your customer service requests, complaints and responses. J 
you are seeing patterns in your customer's inquires you nee 
to address those changes immediately. After you have ad. 
dressed the internal changes, create an ongoing communica- 
tions program with your customers. By regularly soliciting 
feedback on your customer’s satisfaction levels with your 
product, and your service, you can dramati- 
cally reduce the negative comments that 
customers could post on the Internet. 
Leslie Gaines-Ross: Tools are numerous 
and growing every day. The most commonly 
used is Search Engine Optimization (SEO). 
Simply, SEO maximizes the chances that 
your website or blog will appear on the first 
few pages of results from a search engine 
lookup. So important is SEO that it has 
been said that Google is not a search engine, 
it is a reputation management system. 

Part of managing your online reputation 
is diligently monitoring what is being said 
about you. It is important to have an early 
warning system to alert you of anything new 
said about you, your company or your brand 
online, so that you can respond early and appropriately to 
negative information. A few relatively easy monitoring tools 
include Google and Yahoo! alerts that you can set up, 
Technorati for blog monitoring, and RSS readers that feed 
you with new news. Other services, such as Radian6 and 
BuzzLogic, provide their customers with online dashboards 
to aggregate and monitor blog chatter. 

Should your reputation come under attack online, 
ReputationDefender and DefendMyName are two of many 
burgeoning fee-based services that help companies and indi- 
viduals remove (or least submerge many pages down) nega- 
tive mentions appearing on search engines. : 


ing, recommender systems, or shared 
judgments of quality. 

These ORMS firms have gained a 
huge momentum in just 2-3 years of 
their industry experience. The market 
has evolved and gained a huge response 
within no time, and some of the players in 
the industry are: reputation defender, all 
reputationHawk, stolenIDSearch.com, 
Markmonitor, quirk, 123 social media, 
Done, etc. Most of them use tracking 
tools to track about the clients on the 
Web and then doing Search Engine Opti- 
mization (SEO). 


Fixing the problem 
In order to help companies combat bad 
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publicity, online reputation manage- 
ment firms follow a three-step process. 
Initially, they observe and monitor the 


online status of their client to track in- 


formation about its brands, products 
and services, employees and competi- 
tors. They review the current position 
with the help of alerts in popular search 
engines like Google and Yahoo! Search 
engine blogs, RSS readers, etc. The next 
step in the process is to analyze the in- 
formation gathered and check if the in- 
formation posted is threatening the 
well-being of the company. If so, they try 
to repair it with the help of strategies. 
The last step is to influence 
client’s sites by setting up strategies 


that align with their requirements. 
Any reputation or brand campaign 
would include developing and revamp- 
ing the lost brand image of their cli- 
ents. ORM firms provide services ac- 
cording to their clients’ requirements; 
while a few try to review and analyze 
the customer comments, others just 
want to push back or delete the nega- 
tive reviews so that those browsing 
the Net do not find it again. Some try 
to fix it up permanently, while others 
prefer to do it temporarily. ORM firms 
follow SEO tools and techniques to 
help companies in eliminating nega- 
tive results from the first page of the 
search engine. 
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ere has been a growing lure for online reputation management 
srvices. But are they ethical from the point of view of online users, can 
ley trust the search results? 

teau Brendler: There are circumstances in which a com- 
any might have a genuine need for online reputation man- 
gement services—perhaps, a disgruntled employee has 
reated a website critical of his or her former employer that 
ontains information that is factually in- 
orrect or compromises the companys in- 
ellectual property or privacy. But I don’t 
yelieve the best way to address such a situ- 
ation is to pollute the Internet with a lot of 
parked pages or meaningless directory 
factoids to ‘game’ search results. There are 
other options, such as mediation, commu- 
nication or litigation. And generally speak- 
ing, if you are a legitimate company doing 
business honestly and treating your cus- 
tomers well, you don’t have anything to 
worry about —your reputation and your 
product will speak for themselves. Compa- 
nies in more sensitive areas, such as ser- 
vices, should consider spending their 
money on reliable and honest dispute reso- 
lution and mediation services to resolve problems with 
customers, rather than trying to hide the results of poor 
customer relations. 

Unfortunately, I have seen circumstances in which compa- 
nies have hired online reputation management services to try 
to ‘bury’ information critical of the company—create ques- 
tionable search listings that move the negative results off the 
first page of search. In one particular case, the negative infor- 
mation on the company was the result of a number of legiti- 
mate media organizations investigating the company and 
exposing its questionable practices. This is valuable informa- 
tion to consumers. The more this practice grows, the less the 
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Online Reputation Management 


consumers will be able to trust search engine results. That’s 
bad for everyone—for search engines themselves, for legiti- 
mate businesses, and for consumers seeking reliable infor- 
mation. 

Leslie Gaines-Ross: Popular opinion is mixed on the ethics 
of online reputation management, but the bottom line is that 
nowadays companies must be completely transparent about 
their operations, including their use of repu- 
tation monitoring and defense services. 
However, if companies are doing their due 
diligence to monitor their online reputa- 
tions, they afford themselves precious op- 
portunities to defend themselves immedi- 
ately from negative publicity, avoiding the 
need to engage defense services. 

Further, in an era where there are no se- 
crets anymore, online users have power like 
never before to fact-check any and all search 
results and decide for themselves the trust- 
worthiness of those results. Online reputa- 
tion management firms may lessen the 
sting of a reputation attack, but it’s extraor- 
dinarily difficult to completely obliterate 
something that appeared online. A patient 
and persevering consumer will eventually locate negative 
news about their search target if such news ever lived online. 


What are the various services that these online reputation management 
services offer? How do you see the business model of companies in 
reputation management space? 
Beau Brendler: I have addressed this question to some de- 
gree in prior answers. Primarily, they offer search engine opti- 
mization from the ‘front end’-—improving the performance of a 
website in search results—and on the ‘back end’—improving 
the ‘quality’ of the search results a user might see. 

I think the business model is flawed, because the services 


SEO is the process of improving 
the quality and quantity of the online 
Web traffic to a particular website ei- 
ther naturally or through algorithms. 
ORM firms use SEO applications, 
which include keyword packing, invis- 
ible keywords and cloaking. They also 
try to review the underlying algo- 
rithm, process, coding, presentation 
and structure of the search engine 
listing. 

As bad online reputation would 
cost billions, organizations should 
take proper care in assigning jobs to 
ORM firms. The fiscal implications of 
bad reputation have a cascading effect 
on the performance and the profitabil- 
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ity of the company. Hence, the cost in- 
volved in fixing the problems is also 
high. The cost at which the ORM 
offers services vary based on the 
type of the service purchased by the 
clients. 

If ORM firms are successful in fix- 
ing the gaps, the client website would 
be ranked high in the search engines, 
attract more traffic to its website, com- 
bat online competition and thereby en- 
hance business sales and growth. 
Once the online reputation manage- 
ment strategies are developed, the or- 
ganizations have to continuously ex- 
amine and review their status online 
by focusing on the user-generated con- 


tent, reviewing top search engine re- 
sults and other news about its brands 
and products. 


Ethical dilemma 

Many businesses have already in- 
stalled ORMS to monitor their online 
reputation, however, industry analysts 
and reputation management experts 
have mixed opinions about the ethical 
nature of such services. Although the 
services are used to protect online busi- 
nesses from bad reviews and com- 
ments, there is still some ethical shadi- 
ness surrounding it. There are no clear- 
cut standards available for conducting 
ORMS, and different organizations fol- 
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executives to improve their career 
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The Executive MBA Program is an innovative 
case-based program in the flexible learning mode, 
designed specifically for executives with work 
experience. 


This comprehensive, well-structured program is 
designed to help you further your Career prospects by 
acquiring the skill sets required to take up senior 
management responsibilities, developing a professional 
network, and obtaining a formal MBA degree. 


Duration: 2 years. 
Eligibility: Graduation + 6 years or more work experience. 
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PDD, # 126, Malaxmi Building, 
Srinagar Colony, Hyderabad - 500073. 
E-mail: info @iutripura.edu.in 
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Online Reputation Management 





these companies promise don’t necessarily work. In certain 
i tances, their work might be detected and easily ex- 
yosed by a trained eye, as our organization has done. For 
reference, do a Google search on the company Webloyalty and 
refer to this blog posting: http://blog.consumerwebwatch.org/ 
2007/09/done_seo_webloyalty_consumer_w.html. 
Janet Boulter: Online reputation management services 
are a growing and expanding field with new companies en- 
tering the marketplace daily. As with all new service offer- 
ings, the type and scope of their services will vary and will 
greatly improve as time goes on. Hiring a reputation man- 
agement firm is ethical and can be money well spent, if you 
do not have the resources internally. Before you hire a repu- 
tation management company, be sure you are proactive in 
your communications, your product/service is of the highest 
quality, your pricing is competitive, and your customer ser- 
vice and product support functions are available to your cus- 
‘tomers. Having happy, satisfied clients is the best way to 
control what gets posted about your company on the 
Internet. 
Leslie Gaines-Ross: There is no doubt that the field of online 
reputation is full of opportunities, given the unbridled poten- 
tial of social media. The challenge for the firms that are cur- 
rently leading the online reputation management charge will 
be to continually innovate to stay ahead of (a) the potential 
onslaught of competitors in the space; and (b) the readily 
available, and often free, do-it-yourself tools for online repu- 
tation management. 

The successful firms will be able to more accurately pre- 
dict a reputation attack. They will be able to advice compa- 
nies who their advocates (supporters) and ‘badvocates’ (crit- 
ics) are and monitor their online conversations, thereby iden- 
tifying oncoming reputation threats before they wreak virtual 
damage. At Weber Shandwick, we are committed to helping 


companies identify and communicate with their advocates 
and badvocates to ensure that they protect and build their 
reputations. 


What could be the opportunities and challenges for offering such 
services in developing countries like India? 

Beau Brendler: The opportunities would be: India’s enor- 
mous and rapidly growing IT sector. No doubt competitive 
situations will arise in which companies will seek any means 
to enhance their reputations. A challenge (and probably an 
opportunity) might be the diversity of languages in India. In 
addition to English, there are dozens of languages spoken and 
written in India, and therefore, many different reputations in 
multiple languages to ‘manage’. I should make it clear, how- 
ever, that I believe many aspects of ‘online reputation man- 
agement’ as it currently exists, are unethical. Responsible 
and honest communications, good customer service, offering 
useful, reliable and responsible products, and good market- 
ing will always yield better results for your business than 
artificially trying to manipulate what customers think about 
you. The risk to your reputation if you get caught could be 
disastrous. 

Janet Boulter: There are always opportunities and chal- 
lenges for companies offering new services like reputation 
management, in both developed and in developing countries 
like India. The first step would be to do an in-depth assess- 
ment of the marketplace. How many people in the market- 
place have access to the Internet? Obviously, if people do not 
have ready access to the Internet—to conduct research on 
products, companies, and/or service offerings, there would be 
less demand. As the general population has increased ac- 
cess to and a better understanding of technology, then the 
need for these types of companies and their services will 


grow. 


low different policies in developing their 
ORM strategies. 

There are a few service providers 
who engage their partners to write 
positively about their clients on third 
party websites and blogs. Such prac- 
tices sometimes dump excess informa- 
tion about the client and boost their 
fake reputation online. This deceives 
online customers who try to gather in- 
formation about the company or prod- 
uct or brand. On the flip side, some of 
them just hide the bad review pages 
and try to get the positive pages 
ranked high on the search results. If 
the postings are legitimate, then 
masking true information about the 
company from the customers is inher- 
ently wrong. 
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If companies employ the black hat 
SEO tools which are unethical, strict 
action may be taken by the popular 
search engines. In this context, Andy 
Beal, a marketing consultant quotes, 
“They're not necessarily interested in 
trying to fix the problem. They just want 
to make sure that other people can’t 
find it.” 


Being proactive is the key 

ORM should be a continuous process of 
monitoring and controlling online con- 
tent. Organizations should concen- 
trate on a regular basis to combat bad 
comments online and develop strate- 
gies to post positive comments about 
the company by using web portals and 
then use SEO tools to rank those pages 


high. On the other side, companies 
should focus on the genuine issues 
raised in the posted comments and 
look for means to resolve them, instead 
of burying them deep under the search 
results. Once such gaps are resolved, a 
proper feedback should be given ad- 
dressing their importance in the busi- 
ness. Such an approach to building a 
good reputation online will get more 
customers to the business and retain 
the old ones. 

Instead of fixing ORMS during cri- 
sis, a proactive communication/ap- 
proach would improve reputation 
online. Online businesses should make 
optimum usage of the social media 
sites and Web 2.0 tools and applications 
to build their online reputation. 
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Companies really need to understand the depth and 
range of exposure that the Internet offers both companies and 
customers through search engines, websites, blogs, online 
networking sites and social media Web pages as an opportu- 
nity to spread company information around the world. While 
reputation management firms can be a beneficial aid in ‘con- 
trolling’ this exposure, the first step is for companies to 
proactively and continually manage their internal processes, 
so that customers and employees do not have experiences 
that lead to the desire to post negative comments and experi- 
ences to the entire world. 

Leslie Gaines-Ross: The opportunities are numerous. A na- 

scent economy means that companies, individuals and 

brands are in a position to build their online reputations from 
the ground up, affording online reputation management firms 
several benefits, including: 

a They are partners with their clients from the beginning 
(not just there for the defense) and can thus build long- 
standing relationships; 

s There are many available case studies from developed 
countries that they can leverage for business development 
and strategic purposes; 

= They have highly skilled labor forces to tap into. 
Additionally, the social media climate in developing coun- 

tries is ripe for reputation management services. The New 


Wave of Advocacy™ research conducted by Weber Shandwick 
with KRC Research reveals that online Chinese adults are 
voracious users of social media—54% have posted comments 
about an issue or cause on an online discussion site or blog in 
the past two years (vs. 7% of online American adults and 19% 
of online European adults) and 39% have posted positive com- 
ments about a brand or product on a website or blog in the 
past two years (vs. 13% of online American adults and 22% of 
online European adults). 

Potential challenges have more to do with low Internet pen- 
etration in developing countries which may inhibit companies 
from wanting to start businesses there, believing that the online 
markets are not developed enough to attract investment. In In: 
dia, for example, Internet penetration is 5% compared t 
America’s 71%. Of course, a strong counter-argument to this sta 
tistic is that this penetration level represents 60 million online 
users, compared to developed Japan’s 87.5 million. 


Any other comments? 

Beau Brendler: Search engine companies should be espe 
cially concerned about this practice. Once the reliability o 
search engine results is compromised, users might lose trus 
and not use the search engine. One of the reasons Google ha: 
been so successful is that it actively takes steps to maintai 
the credibility of its service. 


They should maintain corporate 
and employee blogs to encourage par- 
ticipation from their clients, employees 
and all others who interact with the 
company. It is important to continu- 
cusly review its sites and the informa- 
tion posted, and make public all the 
corporate details of the company, in- 
cluding press releases, financial sta- 


tus, minutes of meeting, if any, its 
strategies, awards and rewards. 

Any data published online about 
the company has to be optimized to be 
listed in the first page of the search re- 
sults, as 90% of the online users tend 
to view the results displayed on the 
first page only. On the whole, they 
should try to build a customer-friendly 


Good Reputation Enhances Performance 
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website and maintain good relation 
ships with its customers and suppli 
ers. Further, online businesses can op 
for pai 
advertising on the search engines t 
further enhance listing on the searc! 
engines. 

As it is rightly said by Bea 
Brendler, Director of Consumer Report 
WebWatch, “This is Internet age an 
there are no rules written anywher 
about what can or can’t be done.” ORN 
born out of disgruntled comments, he 
emerged as a key strategy for thos 
businesses today. It may not always Ł 
possible to have a clear picture about 
company or brand when every onlin 
user comments about the brand. 

As no brand is immune from onlir 
hits, companies should be prepared fi 
the future and start building the: 
online credibility. The idea is to min 
mize the negative results and keep 
tab on online identities.m 


— Y Bala Bharathi and GP Mrudht 
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The Sinking Chip! 





A siring of successive quarterly losses has put a big question mark over the 
beleaguered chip maker's revival plan. 





t'is six in a row for the Advanced 

Micro Devices (AMD)! The Sunny 

vale, California-based chip maker, 
known more for its rivalry with the in- 
custry leader Intel than a slew of prod- 
ucts it makes that include the hugely 
successful Athlon 64 X2, the dual-core 
processor, recently announced its disap- 
pointing first quarter results for the FY 
2008. This makes it AMD’s sixth con- 
secutive quarter of losses. The company 
reported a net loss of $358 mn, or $0.59 
per share, and an operating loss of $264 
mn on the revenue of $1.505 bn, which 
too declined by 15% on a sequential ba- 
sis, during the quarter ended March g1, 
2008. “A seasonally weak first quarter 
was amplified by a challenging eco- 
nomic environment for consumers and 
lower than expected revenues of previ- 
ous generation products, resulting in 
lower than expected revenues in all 
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business segments,” said Robert J 
Rivet, AMD’s Chief Financial Officer. 
The company, which also witnessed a 
fall in operating margin during the 
quarter, shipped less microprocessor 
units as compared to the previous quar- 
ter. The company said that the losses 
were also aggravated on account of 
charges related to its 2006 acquisition 
of the graphics-card maker, ATI. The 
acquisition-related charges amounted 
to $50 mn, or $0.08 per share, during 
the Q1’08. Less than a fortnight ago, 
before releasing its first quarter results 
on April 17, 2008, the chip major had 
said that it would lay off 10% of its total 
workforce or about 1,680 jobs this year. 


On a losing streak 

AMD, after living in the shadow of the 
leader Intel for long, was able to estab- 
lish itself as a serious rival to the mar- 


ket leader, thanks to the great su 

cesses of x86-64 chips launched in 20( 

and dual-core processor Athlon 64 XN 

introduced in 2005. However, after ey 

joying a good run during 2001-2006, tk 

company has been unable to hold on 4 

the growth momentum. The compan 

reported a dull fourth quarter result i 

2006, blaming it on the acquisition-re 

lated charges and lower ASPs (Averag 

Selling Prices). The company’s gros 

margin has crashed from the high c 

58% in 1Q06 to 28% by 1QFY07, thoug} 
it has recovered now to 42% (still 20s 
bps lower than reported in the fourt} 
quarter of 2007). Analysts say that the 
new product offerings from AMD have 
not matched up to consumers’ expecta: 
tions. Further, its much-hyped acquisi- 
tion of ATT too has failed to deliver the 
goods. AMD viewed the acquisition as a 
key to attack Intel, as the Sunnyvale- 
based chip giant thought that its combi- 
nation with ATI would create a process- 
ing powerhouse by bringing AMD’s tech- 
nology leadership in microprocessors 
together with ATT’s strengths in graph- 
ics, chipsets and consumer electronics 
to tap into the lucrative commercial and 
mobile computing segments and the 
rapidly-growing consumer electronics 
market. However, post the acquisition, 
while AMD struggled to integrate ATI 
into it, competitors like NVIDIA were 
snapping up market share away from 
ATI; and AMD was losing ground to 
Intel. AMD recently said that ATT is 
worth about 30% less than when it was 
acquired; AMD had acquired ATI for 
$5.6 bn in October 2006. Towards the 
beginning of 2007, Intel began to step 
up the gas after losing market share to 
AMD for the last three years. “As 2006 
began, Intel’s Xeon was in a tailspin, * 
while AMD’s Opteron could do no wrong. 
In the robust market for workstations, 
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“Intel is very focused but has a traditional blind spot when it comes to graphics.” 


AMD has posted its sixth consecutive quarterly loss 
in a row. What factors, in your opinion, can be attrib- 
uted to the gradual but continuous downfall in the 
performance of AMD? 
David Kanter: AMD’s poor financial perfor- 
mance is caused by four factors. First, AMD 
CPUs had a stunning success with the 
Opteron (which got them into the lucrative 
server market) in 2003-05 and revenue grew 
iy a factor of 1.5X. This success was partially 
due to excellent CPU development and par- 
tially due to mistakes in CPU development 
by Intel. Simultaneously, AMD’s operating 
expenses grew 1.5X from $3.7 bn to $5.7 
bn. So basically, the company was investing 
profits and banking on future successes. 

Second, AMD’s CPU development had execution prob- 
lems, so their product line in 2006-08 has only modestly im- 
proved over the previous generations (and recent products 
were substantially delayed). ATI's GPU groups fared better, 
but were still not executing particularly well. 

Third, Intel dramatically improved their products and 
was extremely focused on the notebook market which was 
both lucrative and rapidly growing. By late 2006, AMD was 
facing an extremely adverse CPU marketplace. Similarly, 
NVIDIA executed particularly well with GPUs, further com- 
[pounding AMD’s troubles. As a result of factors two and 
three, AMD’s revenue and gross margins slid precipitously. 

Fourth, AMD missed the market shift from desktop to 
notebook computing and failed to respond with adequate prod- 
uct specialization. Intel recognized this trend much earlier 


David Kanter 
Technical Analyst 


Real World Technologies 
Colton, California 





(2003) and was able to capitalize on it and 
cement their leadership. 

Rob Enderle: AMD is overmatched by 
Intel; in an attempt to overcome this com- 
petitive disadvantage, which has existed 
since their inception, they acquired ATI so 
that they could hit Intel where they are 
weakest—in graphics. The merger was 
large and ATI was already having execution 
problems, the combination of which hit 
AMD hard in terms of overall execution over 
the short-term as the newly combined firm 
fought to bring both units together. 


is the layoff the first sign of economic slowdown 
that has already affected other industries in the US, 

or a part of restructuring to cut down costs? 
David Kanter: It’s very hard to infer anything about the over- 
all economy in the US based on AMD's situation. AMD is 
cutting costs to bring operating expenses to a point where it is 
a viable entity. Also, AMD is a manufacturing company 
which is hugely capital-intensive. America’s economy, by con- 
trast, is less tied to manufacturing, and currently seems to be 
particularly weighed down by the financial sector—one of the 
least capital intense. 
Rob Enderle: Part of the layoff is to bring costs in line with 
revenues and buy the company time to bring to market the 
solutions that this merger anticipates. 


AMD is struggling to digest the huge acquisition costs of ATI Technolo- 
gies. Not only did it threaten to distract AMD from its core competency of 


the roles have since reversed, with first 
quarter results reported from Jon 
Peddie Research showing (Intel’s) Xeon 
has grabbed back much of the share it 
had lost to Opteron,” commented a June 
2007 report by the research firm, Jon 
Peddie Research. The report findings 
highlighted that Opteron after touching 
a market share of 13.6% in 2Q06 began 
to lose the market share to Xeon. 
This, many analysts say, was unex- 
pected as in the beginning of 2007, AMD 
looked poised to extend its success of its 
dual-core Opteron to its soon-to-be- 
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launched Barcelona, a quad-core proces- 
sor that would place four processing 
cores on a single piece of silicon, and offer 
45-50% greater processing capability at 
same power consumption and thermal 
dissipation. This was in response to 
Intel’s quad-core, which tied two dual- 
core Xeon processors together, offering 
30-35% better performance with 23-50% 
increase in power consumption and ther- 
mal dissipation. While, Intel made a 
speedy transition to a new chip making 
technology with lower costs of production 
and improved profits, AMD's approach 


to quad-core design led to some of the 
numerous problems, namely, under- 
whelming clock speed performance, a 
poor manufacturing ramp-up before de- 
livery and a bug that could disrupt the 
hardware. Technical glitches and 
lengthy product delays for the launch of 
its new Opteron server chip, a product 
critical to the company’s financial recov- 
ery, hurt AMD’s competitiveness and in 
turn its performance. 

AMD’s CFO, Robert Rivet blamed a 
number of factors for AMD’s “difficult 
start to the year.” While acquisition of 
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making microprocessors, it also offered little 0 


ing manufacturing. What is your view? 


David Kanter: The ATI acquisition was a good idea in gen- 
eral for the long-term product road map. You can already see 


pportunity for streamlin- 


tain their existing market share. Long-term their plan 


mains to create a blended graphics/processor offering wl 


that AMD is having much more Success in the notebook mar- tor. 
ket as a result of selling a complete platform offering rather 


provides clear cost/performance advantages over Intel ; 
can sustain market share growth against this large comp 


than select components. 

The cost of the acquisition was problem- 
atic however—ATI was purchased when it 
was doing very well relative to the competi- 
tion (NVIDIA) and at a peak in terms of 
valuation. A year later, the tables had 
turned, revenue and profitability dropped for 
ATI. Also, AMD paid for ATI with a lot of 
cash, rather than equity—and a year later, it 
turned out that AMD really needed that cash. 
Rob Enderle: The problem they are trying 
to address is getting out from under Intel’s 
shadow. They were substantially smaller 





How do you see the competition from intel and other rivals? 
David Kanter: Intel will incrementally : 
prove their product portfolio (particula 
for chipsets) and manufacturing impro 
ments will let them either choose to 
crease margins or lower prices. In 20 
Intel will begin producing a new generat: 
of products in volume that will substé 
tially improve their offerings and m 
present an even greater threat to AMD 
particularly in the server market. 
NVIDIA will be updating their produ 
lineup sometime in mid- to late 2008 ai 


than Intel and Intel had become very aggres- Rob Enderle will probably end up with the highest pe 
sive making it unlikely that AMD could sus- Principal Analyst, Enderle Group forming product in the market. However, 
tain any advantage for long without chang- California is unclear whether this will translate in 


ing the game. The ATI acquisition was an at- 
tempt to change the game. 


Where do you see AMD heading in the near-term? 

David Kanter: In the near-term, things should improve for 
AMD. First of all, they will have lower operating expenses 
due to cost-cutting measures. Second, their new product offer- 
ings for chipsets, GPUs and notebook CPUs should improve 
marketshare, ASPs and profits over the next year. Their situ- 
ation for servers and desktops will probably stay about the 
same till the end of 2008. 2009 will largely be determined by 
whether AMD can actually achieve their goals for 
transitioning to a 45-nm manufacturing process and Intel’s 
new products in early 2009. At the moment, AMD’s progress 
is uncertain and Intel’s products look pretty good. 

Rob Enderle: Near-term they will be addressing their execu- 
tion problems and bringing out products designed to main- 





an advantage into the mainstream mark 
where pricing is a key factor, 

Rob Enderle: Intel is very focused but has a traditional blir 
spot when it comes to graphics; in addition Intel seems to lo: 
trace of major customer concerns and requirements on a regi 
lar basis, making them vulnerable on two fronts: graphic 
and customer loyalty. 

Currently, their major OEM customers are upset becaus 
Intel is introducing too much complexity and because Inte 
requires an Intel Sticker which puts them at a disadvantage 
Intel’s latest graphics efforts have put them in conflict wit! 
NVIDIA, who now appears to be more willing to partner wit] 
AMD than to fight them and the two could co-exist and seen 
to be just short of teaming to go after Intel. On the other hand 
Intel is executing very well in the processor space and is ver) 
price aggressive, driving AMD to make difficult pricing deci 
sions which are doing ugly things to AMD’s profitability, 


ATI Technologies has caused a major 
dent in the bottom line, in successive 
quarters, due mostly to charges con- 
nected with the aequisition, Avian Se- 
curities Analyst Avi Cohen believes one 
problem facing AMD is that the com- 
pany is stronger in desktop PC proces- 
sors than it is in chips for notebook PCs. 
The latter, of course, is where the fast 
growth is these days. “Because of 
AMD’s disproportionate exposure on 
the desktop side, we think their busi- 
ness is going to look worse, even if they 
hold the line on market share,” said 
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Cohen. A fact that is reflected in the 
first quarter performance of the com- 
pany. According to the latest findings by 
JPR, “In the notebook market, Intel 
held its dominant position but slipped 
one point to 53%, while NVIDIA gained 
a point to 27% and AMD slid a point to 
17%.” In fact, the JPR report adds, “In 
the overall graphics market (desktops 
and notebooks), Intel held its first place 
position claiming 43% against Nvidia’s 
33%, while AMD moved to 19% (down 
from 21.9% a year ago).” Many suggest 
that AMD’s major problem seems to be 


fixing of technical bugs that caused 
problems with both its quad-core 
Opteron processor for servers and its 
desktop model, Phenom. 

According to David Kanter, Techni- 
cal Analyst, Real World Technologies, 
AMD’s poor financial performance is 
attributed to four factors, investing the 
profits achieved by the success of 
Opteron; problems associated with 
CPU; product improvements by Intel in 
its notebook market and AMD’s failure 
to achieve product specialization. The 
company says that the decrease from 
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Performance Highlights 
of Audited Financial Results 2007-08 


NET PROFIT ZOOMS TO Rs. 2048 Crores 
TOTAL BUSINESS CROSSES Rs. 2,85,900 Crores 


Q, NET PROFIT 
Rs. 543.76 crores 
(Growth of 128.75% YOY) 


TOTAL DEPOSITS 


Rs. 166457 crores 
(Growth of 19.02% YOY) 


0, OPERATING 
PROFIT 


Rs. 1226.78 crores 
(Growth of 39.03% YOY) 


TOTAL ADVANCES 


Rs. 119502 crores 
(Growth of 23.71% YOY) 


PRIORITY SECTOR 
ADVANCES 


Rs. 43412 crores 
44.11% of Total 
Adjusted Net Credit 
(National Goal 40%) 


AGRICULTURE 
ADVANCES 


Rs. 19946 crore 
18.94% of Total 
Adjusted Net Credit 
(National Goal 18%) 


NET NPA RETURN ON TTE 
Reduced to 0.64% ASSETS 13.46% 
(from 0.76%) 1.15% (Basel Il) 


¢ More than 3.7 Crore Customers 
¢ More than 4500 offices across country 
¢ Over 3500 CBS Branches in more than 1500 centres 
¢ Offices at London, Hongkong, Kabul, Shanghai, Almaty & Dubai 
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the prior quarter (4Q07) was primarily 
due to decreased mieroprocessor unit 
shipments. The shipping delays have 
caused AMD to lose precious share in 
the server market, and the company’s 
stock price has lost more than half its 
value over the last year. 


A costly war 
AMD and Intel are now engaged in more 
than a price war—it is an all-out war, 
where technology, manufacturing, mar- 
keting, price and partnerships are the 
various weapons that are being de- 
ployed against each other. No doubt, 
price is clearly a vital element. With the 
introduction of more innovative chip de- 
signs for a lower price, AMD undercut 
the industry leader Intel, which was a 
leading market player for many years 
with its x86 line of chips that powered 
most of the PCs and servers. That 
means, while the price wars of 2006 put 
a damper on Intel’s profits, it tore into 
AMD’s financials because of higher chip 
fabrication costs. Due to a series of self. 
inflicting wounds, both have suffered 
over the last two years from an overall 
decline in PC demand that has slowed 
demand for its chips, and received low- 
ered earnings and revenue forecasts. 
Now, Intel is firing on all cylinders. 
Intel, in recent months, is gaining 
ground with a string of quad-core pro- 
cessor releases, a new relationship with 
Apple, and most recently new inroads 
with Sun Microsystems, 


New launches to resurrect 

AMD expects that the restructuring ex- 
ercise coupled with planned slew of new 
launches could help it stem the losses 
and return to profitability. “We remain 
committed to achieve operating profit- 
ability in the second half of the year, 
driven by our portfolio of new products 
and platforms and aggressive restruc- 
turing programs,” said Rivet. The com- 
pany, which is undergoing a financial 
crisis mainly due to delayed product 
launch and weak global economy, hopes 
to turn a profit by the latter half of 
2008. Products have started ceming out 
to meet the schedules, particularly the 
debugged Barcelona quad-core chips, 
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which were held back due to design 
flaws. Also, to bring the company’s per- 
formance to a realistic goal, AMD has 
lowered the bar for achieving profitabil- 
ity, which requires $1.5 bn in revenue to 
break even. “We're turning over every 
rock to find every penny,” said Rivet. 
Analysts say that AMD will have to 
continue finding new ways to cut down 
its cost structures by pruning unproduc- 
tive parts/units of the company, as also 
its capital expenditures. 

The company has announced a num- 
ber of new graphics, in addition to its 
microprocessors, including low-end and 
mainstream chips, slated for release in 
2008, which include among others, 
boosting the clock speed of its quad-core 
Opterons; delivering ‘Shanghai’, its first 
45-nm quad-core processor in server 
lineup and on the mobile side ‘Puma’, a 
platform for notebook laptops; ‘Pe- 
ruses’, a new platform for desktops; and 
a combination of Phenom processors, 
ATI graphics and new chip set for main- 
stream desktops. For 2009, AMD plans 
to unveil ‘Montreal’, an octo-core server 
chip, in four and eight-core versions, 
alongwith a new system platform called 
‘Piranha’. This platform is expected to 
support either quad or octo core chips, 
offer a new AMD chip set and support 
the company’s Hyper Transport 3.0 
technology—a high-speed chip-to-chip 
interconnect, as also DDR3 (Double 
Data Rate3) memory. Called ‘Fusion’, a 
program involving combination of both 
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the CPU and GPU (Graphics Processor 
Unit) on the same piece of silicon, AMD 
hopes to realize its dream, which will be 
the result of its acquisition of ATI’s 
graphics. ‘Swift’, a new chip, which will 
place the GPU and one or more CPUs on 
the same piece of silicon, will be offered 
in the second half of 2009. AMD is also 
planning a new a laptop platform for; 
this chip called ‘Shrike’, 

In order to demand higher prices, 
AMD is expected to come up with at- 
tractive alternatives to Intel products 
with better value, power and perfor- 
mance, particularly meeting the targets 
on schedule, so that it can really com- 
pete in the low-cost computer market. 
AMD is therefore fervently working on 
the launch of its own 45-nm technology, 
and the first 45-nm processors are ex- 
pected to hit the market in the second 
half of 2008 and include larger caches, 
among other things. But by then, Intel 
also plans to launch its next round of 
even more powerful processors, such as 
hex-core server processor with code 
name Dunnington and the first speci- T 
men of the Nehalem generation, which 
will give tough competition to AMD. 

With both AMD and Intel ready for 
the release of their next generation mi- 
croprocessors, within a couple of quar- 
ters, it remains to be seen whether the 
window of opportunity looks bright for 
AMD’s quad-core chips. However, as 
suggested by Jordan Robertson of 
townhall.com, a lot would depend on 
AMD's performance in the market for 
graphics, which is now a key battle- 
ground for chip makers as more and 
more Internet surfing involves video 
and as the graphics requirements for 
computer games are heightened.= 


~ Amit Singh Sisodiya and KS Revathi 
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iubprime Spillover 


4itting Indian Banks Too! 


e subprime crisis ripples have 
started to touch Indian banks 
too. The country’s second largest 

ank, ICICI has recently announced a 
Jlark-to-Market (MTM) loss of $263 
nn in its loans and investment expo- 
ure. The loss to ICICI Bank can be at- 
ributed to its exposure to Credit De- 
‘ault Swaps (CDS) as well as to erosion 
n the value of investments made by its 
subsidiaries in the UK and Canada. 
Three public sector banks, viz., State 
Bank of India, Bank of Baroda and 
Bank of India have also fallen prey to 
the subprime fallout. 

This MTM loss has arisen out of the 
depreciation in the value of instru- 
ments the banks bought in the interna- 
tional markets. Due to rising global in- 
terest rates after the subprime crisis, 
the value of these securities has de- 
clined, which has forced Indian banks 
who have invested in these securities to 


provide for the difference from its prof- 
its. For ICICI Bank, the $263 mn hit on 
overseas credit derivative exposures 
has arisen because it has been selling 
CDS to foreign banks lending to Indian 
firms. CDS is an insurance product 
against which ICICI receives a pre- 
mium. In return, the risk of the Indian 
company defaulting is transferred to 
ICICI rather than the original lender. 
But as the subprime crisis deepened, 
liquidity dried up and CDS premia also 
surged, reflecting a rise in the cost of 
protection. And since markets are in 
doldrums, ICICI and other banks had to 
make a provision on CDS, since the pre- 
mium they earned was less than the 
market rate. For the March 31 quarter, 
ICICI Bank has made a provision of 
around $74 mn, after having already 
provided $189 mn in the previous quar- 
ters. Nevertheless, such provisions may 
not ultimately translate into actual 


write-offs as there are chances that 
market conditions could improve by the 
expiry date and the value of the underly- 
ing securities could improve by then. 

It is, however, undeniable that as 
India opens up further, Indian banks will 
have to gear up for more exposure to over- 
seas risks. So, ICICI and other major In- 
dian banks need to improve internal risk 
management systems and regulatory 
oversight. And to get the right perspective 
on the problems faced by the Indian 
banks due to credit market turmoil, its 
implications, and the risk control sys- 
tems in Indian banks, The Analyst invited 
three experts—Kavita Mendonca, Forex 
Analyst & Derivatives Specialist, 
Forexserve Treasury Consultancy, 
Manoranjan Sharma, Chief Economist, 
Canara Bank; and Robin Roy, Associate 
Director, Performance Improvement, 
PricewaterhouseCoopers Pvt. Ltd.—to 
share their views. 
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Subprime ripples have started to touch the 
indian banks too. How do you view this trend? 
Kavita Mendonca: The US subprime 
crisis, which has so far caused more 
than a hundred billion dollar losses to 
the world’s top banks, has started to hit 
Indian banks too. India’s largest private 
sector bank, ICICI Bank was the first 
Indian financial institution to announce 
losses on the subprime account. Three 
other banks—State Bank of India, 
Bank of Baroda and Bank of India fol- 
lowed. 

As Indian banks are fairly insu- 
lated, they largely will not have any 
material direct exposure to the 
subprime, but they are definitely expe- 
riencing the echo. 

Losses could be on account of: 
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> Mark-to-market (MTM) loss on ex- 
posure to subprime derivative prod- 
ucts and securities bought in inter- 
national markets. ICICI losses are 
attributed to its investment in 
credit derivatives wherein the un- 
derlying assets are loans/bonds. 
When the value of the underlying 
loan/bond decreases, it affects the 
profitability of the bank. 

> Provision for MTM loss on forex de- 
rivatives—though this may sound 
unrelated to the subprime, poor sen- 
timent in the wake of the US 
subprime crisis has led to major 
currencies like euro, yen, swiss franc 
appreciating against the dollar to 
unimaginable levels. Also, some 
pending litigations on ‘mis-sold’ de- 
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rivative products filed by corporates 
have soured the sentiment towards 
banks. 

> Yen borrowing had been in fashion 
for quite sometime as borrowers 
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raised yen loans or swapped rupee 
debt attracted by near-zero interest 
costs in Japan. But USDJPY trad- 
ing below 100, hurt by risk aversion, 
raises the cost of repayment for 
banks. 
> Foreign banks like Citigroup, 
Deutsche Bank, UBS grabbed head- 
lines after they incurred losses 
mainly on account of write-downs on 
subprime-related exposure. Faced 
with huge losses, it makes sense for 
the parent company to sell off its 
proprietary investments. In fact, 
Citigroup has already sold a portion 
of ReadyCARD, a merchant servic- 
ing business in Brazil and Simplex 
Investment Advisors, a real estate 
advisory firm in Japan. In times of 
credit crunch, more money would not 
be unwelcome especially when it 
would be as significant as propri- 
etary investments in e-Serve and 
Polaris. Such a move would be at the 
cost of several interrelated bank re- 
lations and sentiments. 
Fed Chairman in his recent testi- 
mony to the Joint Economie Com- 
mittee just stopped short of admit- 
ting that the US economy is already 
in recession. Fear of recession has 
already caused market meltdowns. 
A further degradation in the credit 
situation would make it difficult for 
Indian banks to access funds, rais- 
ing the cost of funds further, hitting 
their bottom line. 
Manoranjan Sharma: With the Inter- 
national Monetary Fund (IMF) in its 
World Economic Outlook Update pro- 
jecting world growth to slowdown to 
4.1% for 2008, there is little doubt 
about global recession triggered by the 
US subprime meltdown. RBI in its 
Third Quarter Review kept its policy 
rates unchanged in view of inflationary 
pressures and global developments, 
particularly the turbulence in global fi- 
nancial markets caused by the US 
subprime mortgage market and other 
credit markets exposures, which 
changed the dynamics of capital flows. 
Subprime mortgages, which are 
residential loans not fully meeting the 
criteria for ‘prime’ mortgages, have a 


WV 
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lower expected probability of full repay- 
ment. Factors such as the borrower's 
credit record, Debt service-to-Income 
(DTI) ratio (more than 55%) of the bor- 
rower, the mortgage Loan-to-Value 
(LTV) ratio (more than 85%) and the 
adjustable rates loans offered by the 
lenders influence subprime mortgages. 

With rising interest rates and stag- 
nating house prices, delinquencies rose 
sharply as prepayment and refinancing 
options were ruled out. The plummeting 
housing prices made it less profitable 
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for the house owners to repay the entire 
loan, thereby aggravating defaults. 

Of the total size of the mortgage 
market estimated at about US$10 tn, 
subprime mortgages account for about 
15%, i.e., US$1.5 tn. The protracted 
subprime crisis in the US has not only 
affected many economies but it has also 
brought about a trend reversal in the 
interest rate scenario with major cen- 
tral banks revising downwards their 
benchmark rates. 

Globalization of financial markets 
has enhanced growth during the last de- 
cade. Rapid integration of Indian finan- 
cial sector with the rest of the world has 
opened up a host of opportunities along 
with risks and challenges. One such risk 
is the global link that the higher degree 
of financial integration has introduced 
and its chain of repercussions on the 
world economies. This requires a strong 
supervisory control, especially in the 
wake of the subprime crisis. 

India is not fully immune to the 
subprime crisis related repercussions, 
though the degree and extent of such 


impact is limited. Most Indian banks 
have so far concentrated on the grow1 
domestic mortgage finance. Unlike 
other countries, the direct exposure to 
the US subprime market for Indian 
banks was limited. 

Robin Roy: It is still a ripple and not a 
wave. The impact of subprime crisis is 
limited to those Indian banks that have 
been exposed to overseas subprime 
linked securities, either directly or 
through derivatives. Capital require- 
ments for exposure to derivatives are 
less compared to direct credit exposures, 
and banks can accordingly leverage their 
capital many more _ times. 
Indian banks having branches overseas. 
do not find it easy to participate in localy 
credit markets due to low inherent lend- 
ing capacity and stringent regulatory 
norms. However, their derivatives expo- 
sures are, to a large extent, based on 
credit exposures to Indian corporates, 
which in many ways have better credit 
ratings than overseas entities. Unlike 
loan portfolios, which are not traded as 
frequently and thus may not require ad- 
justments to changes in market move- 
ments, derivatives need to respond to 
market movements (interest rates, forex 
rates, etc.) and be ‘marked to market’. 
Any provisioning for this need not trans- 
late to actual write-offs as the value of 
such exposures could actually improve 
over a period of time. The exposure of 
some of the banks to derivatives (and 
thus to some extent to subprime), as de- 
clared in Parliament, is not very large 
when compared to their total funded 
(loan) exposures or reserves. Thus, while 
market risk impact has been considered, 
credit risk is yet to be recognized. Some 
of the major global foreign banks had tc 
make huge write-offs, as their overall ex- 
posures to such subprime tinged expo- 
sures was large compared to their capi: 
tal reserves and total portfolio. Indiar 
banks do not practice subprime lending 
as a distinct segment, but their retai 
lending is susceptible to changes in the 
economic environment. 

What led to these losses to the Indian banks‘ 
Kavita Mendonca: It is not tha 
Indian banks have lent to borrower: 
who have become delinquent. Ironically 


| Chartered Financial Analyst 


Access to worldwide 


categories and sub-categories 
Offers on new releases 
Music, and stationery 
payment options including 
credit card & 
In-depth book 


of award-winning authors 
features by writers 


Verses by poets 


e-novels published through contest 


Or let’s just say, 
Anything and everything 
to do with books and writing. 


To know more, log on to 


Your search ends here 





Roundtable 





the losses reported are due to instru- 
ments produced by financial engineers 
hailing from top financial houses. 

Post 2000, the US markets wit- 
nessed benign interest rates, which en- 
couraged cheap borrowing and fueled 
housing prices. To top it, lenders 
started providing lenient lending agree- 
ments, which provided more convenient 
repayment options at the start of the 
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mortgage. These cenditions prompted 
people with a less-than-optimal credit 
standing to buy homes far more expen- 
sive than what they could afford. Then 
the originators parceled of bundles of 
asset-backed loans into products like 
Mortgage Backed Securities, and 
Credit Debt Obligation (CDO) and sold 
them to other financial institutions. 
However, the scenario changed after a 
series of rate hikes by the Fed, leading 
to an increase in interest rates on float- 
ing housing loans and subsequently in- 
creasing defaults by borrowers. 

Indian banks holding these prod- 
ucts have had to make a full provision- 
ing of the MTM loss due to the widening 
of credit spreads. A credit spread is the 
difference in yield between two debt is- 
sues of similar maturity and duration. 

The MTM loss is due to depreciation 
in the value of instruments the banks 
bought in the international markets. 
Due to a rise in global interest rates after 
the subprime crisis, the value of these 
securities fell, forcing Indian banks in- 
vested in these securities to provide for 
the difference from its profits. 
Manoranjan Sharma: Exposure to the 
US subprime mortgage through the ex- 
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posures of their foreign offices to credit 
derivatives led to the losses of the 
Indian banks. 

Robin Roy: As mentioned earlier, such 
provisioning shouldn’t be automatically 
equated with losses. The possibility 
has been recognized, but we will need to 
see the year-end financial results to 
come to such a conclusion. As per regu- 
latory norms, banks need to recognize 
when there are no future cash flows to 
set off the credit exposure or the under- 
lying security has no market value. 


How serious could be its impact? 

Kavita Mendonca: The subprime cri- 
sis has resulted in losses of $263 mn to 
ICICI Bank as on January 31, 2008— 
$155 mn in credit derivatives and $108 
mn due to the widening of credit spreads, 
The loss could probably be the highest 
one in Indian banking after the NPA-re- 
lated loss of Indian Bank (the govern- 
ment recapitalized the bank with Rs 
1,300 cr in 2001-02). State Bank of In- 
dia, Bank of Baroda and Bank of India 
have also reported provisions putting 
the banks in the red. What I must point 
out here is that these losses have not yet 
been incurred. Hence, they may not be of 
the same magnitude when the underly- 
ing securities actually expire, as market 
conditions could improve by then. 
Manoranjan Sharma: The turmoil has 
shattered the confidence in the banking 
sector globally. Banks including 
Citigroup, Merrill Lynch and UBS an- 
nounced colossal losses after a melt- 
down in securities linked to the US 
subprime mortgages. But there are four 
Indian banks, namely, State Bank of In- 
dia, ICICI Bank, Bank of Baroda and 
Bank of India, with such exposure. ICICI 
Bank, the country’s second largest bank, 
has the highest exposure of $1.5 bn (ap- 
proximately Rs 6,000 cr). State Bank of 
India, the country’s largest bank, has an 
estimated exposure of $1 bn (Rs 4,000 
cr), Bank of India $300 mn (Rs 1,200 cr), 
and Bank of Baroda $150 mn (Rs 600 
cr). However, some indirect effect of the 
subprime crisis on banks across the 
spectrum in India also took place. 
Robin Roy: Indian banks are insulated 
due to the local market conditions and 


regulations (not encouraging expost 
to overseas markets), and as such t 
subprime effect would be very muted 


Given these, how do you see the risk cont 
systems of the Indian banks? 

Kavita Mendonca: On a fundament 
level, there would be a need © 
strengthen the assessment system 
every borrower’s creditworthines 
Oversight at this first step could cau: 
repercussions even if the other stage 
are taken care of. Banks would als 
need to share credit history of borrowe1 
for better assessment, 

Given the current undercurren 
banks would begin to tighten their ris 
management framework in view of ir 
creasing complexities. Teams would b 
structured to enable continuous moni 
toring of economic variables and closel: 
check the correlations among the sam 
and their impact on the banks’ profit 
ability. 

Manoranjan Sharma: With financia 
system exhibiting considerable im 
provement in terms of stability, sound 
ness and resilience, banks in India have 
shown remarkable progress in opera: 
tional efficiency, profitability and pro- 
ductivity, due to the well sequenced and 
calibrated moves by the RBI. With in- 
creasing globalization, Indian banks 
are poised to shift to the next frontier of 
growth trajectory with significant glo- 
bal scale of operations. This needs in- 
creased financial supervision in the 
light of the current financial turmoil 
and the risks it poses to the emerging 
financial markets. 

Robin Roy: Today, most of the Indian 
banks have recognized the importance 
of adopting strong risk management 
practices to help take prudent deci- 
sions. Initiatives like Basel II imple- 
mentation also push for better risk con- 
trol systems, looking at risk as a com- 
petitive differentiator. Due to lack of 
consistent historical data, risk model- 
ing is still evolving, but banks are 
adopting measures to capture relevant 
data by building data warehouses.» 


Interviews conducted by Y Bala Bharathi and Sanjoy De 
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Rupee’s Fall 


Relief at Last 





In little less than a year’s time, after touching an all-time high vis-à-vis the 
US dollar, rupee’s fall has not been less dramatic either. 





nly last year rupee was on a 

roll. On September 21, rupee 

climbed to its 9-year high at 
39.90/91 to a dollar backed by substan- 
tial jump in dollar inflows from both the 
Foreign Institutional Investors (FIIs) 
and Foreign Direct Investment (FDI). As 
foreign investors chased Indian growth 
story like never before, rupee emerged as 
Asia’s best-performing currency; it 
gained 12.3% vis-a-vis dollar during 
2007. However, while it proved to be a 
boon for importers, it created panic 
among exporters—from IT industry to 
textile manufacturers, large to small— 
as a strong rupee made a dent in their 
bottom line. Much to the cheers of ex- 
porters, rupee has been on a consistent 
decline since the beginning of this year. 
In the first five months of the current 
year, rupee fell from 39.59 a dollar, 
touched in January this year, to 41.79 
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dollar by May 8. A host of factors—from 
rising current account deficit of the coun- 
try to drying portfolio flows on concerns 
over soaring oil prices and economic 
slowdown worldwide—have had a nega- 
tive impact on the value of rupee, this 
year. The rupee fell to a 14-month low of 
42.98 per dollar on June 10, 2008. It is 
the lowest since April 2007 amidst 
record oil prices which hastened fears of 
a global recession and slowdown in port- 
folio investments from foreign investors. 
Rising demand for dollar from refiners 
and other importers have also had an ad- 
verse impact on rupee in the current year 
so far. The rupee has lost 5% against the 
dollar this month and nearly 8% this 
year, weighed down by signs of slowing 
growth, high oil prices and three-and-a- 
half years’ inflation. 

Does that mean that the party is 
over for rupee bulls? While no one is 


willing to bet so, views pouring in from 
many quarters are not very encouraging 
though. “We think that the outlook on 
the rupee is still bearish as the relax- 
ation in External Commercial Borrow- 
ing (ECB) norms does not compensate 
for the rising current account deficit,” 
said Goldman Sachs, the global invest- 
ment banking giant, in a recent re- 
search note, while reacting to the gov- 
ernment of India’s decision to relax over- 
seas borrowing norms for domestic 
firms and also enhance foreign invest- 
ment limit in the country’s debt market. 
As per the new norm, infrastructure 
companies can now raise up to $100 mn 
through the ECB route for rupee expen- 
diture under the approval route. The 
overseas borrowing limit for Indian 
companies has also been raised from 
$20 mn to $50 mn now under the ap- 
proval route. Besides, the government 
has also increased the FIIs’ investment 
limits in government securities and cor- 
porate bonds to $5 bn and $3 bn, from 
$3.2 bn and $1.5 bn respectively, ear- 
lier. While a section of analysts expect 
that these moves will boost capital in- 
flows in the country and hence ease the 
pressure on the rupee, others like Stan- 
dard Chartered feel that the widening 
trade deficit will continue to weigh 
heavily on rupee in the long-term. Ac- 
cording to Tushar Poddar and Pranjul 
Bhandari, Analysts at Goldman Sachs’ 
Mumbai office and the authors of the 
said research note, “Although the relax- 
ation of the external commercial bor- 
rowing norms will incrementally lead to 
greater inflows, we do not think there 
will be a large increase.” The note cau- 
tions that the twin measures may not 
lead to greater inflows now, as the wid- 
ening budget deficit raises the risk of 
sovereign ratings getting downgraded. 
The rupee notched up its biggest 
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“in the medium-term, rupee could weaken; however, if the Indian economy 
continues to grow at this pace, there is a case of rupee strengthening in the long-term.” 


How do you see the rupee’s remarkable fall against 
the greenback in recent times? 

Most of the global economies are grappling 
with twin issues of high energy prices and 
high inflation. This has resulted in a highly 
volatile currency environment across the 
globe. The Indian currency is no exception, 
and we are seeing greater volatility in the 
currency in the last few months. 

The remarkable fall in the rupee in the 
recent past is due to deteriorating current 
account situation resulting from a reduced 
FII and capital inflows combined with high 
energy prices which are a large component on 
the country’s imports. 


What, according to you, are the main reasons behind it? 

The major factors influencing the rupee in the past few years 

have been: 

* Alarger trade and current account deficit: The trade 
deficit was US$86.5 bn in the nine months ended Decem- 
ber 31, 2007, with the current account deficit reaching 
US$16 bn. 

© Deteriorating capital inflows: Given the macro uncer- 
tainty, the portfolio investments are expected to deceler- 
ate to US$10 bn in fiscal 2009 from US$41 bn seen in 
fiscal 2008. 

* Higher inflation in India: The inflation for the week 
ended June 7, 2008 was 8.1%. 

e Slower GDP growth in India: The Indian GDP grew by 
8.8% YoY in Q4 of fiscal 2008. The annual GDP growth 
rate for fiscal 2008 was 9% as compared to 9.6% seen in 
fiscal 2007. 

° High energy prices: The energy prices have increased to 
US$138/bl. The government recently increased the fuel 
prices to reduce the fuel subsidy. But, still a large part of 
the subsidy is unfunded and this could increase the fiscal 
deficit for the country. 

Add to this, the central bank’s reluctance to use currency 
as a way to fight inflation, and leaving it to market forces have 
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played a larger role in the current rupee de- 
preciation. 


What could be its impact on the indian economy in 
general and exporters (IT, Textiles, etc.) in particu- 
lar? 

Depreciation of local currency is definitely 
going to help export-oriented sectors, includ- 
ing IT. Considering these, companies have 
suffered for the last two years due to exces- ` 
sive and sharp rupee appreciation, current- 
rebound of greenback will give them some 
breathing space. At the same time, corpora- 
tions that had already hedged their forex 
exposure may not be benefitting from this 
move. Exporters are one of the largest employment creators in 
the country and this move would help them to accelerate their 
investment plans and grow. However, a weakening rupee 
could increase the price of imports (especially oil) and could 
add to inflation in the country. At the end of the day, no central 
bank can handle the impossible trinity of inflation, growth 
and currency. They have to let one of this go to manage the 
other two. 





Are you of the opinion that the rupee’s fall will be continued in the 


long-term? 

We think that fundamentally Indian economy is on a long- 
term bull path. Businesses are expanding activity and aspi- | 
ration levels of Indian business houses are increasing day-by- 


day, which will keep global investors interested in our 


economy. So investment flows in the form of FII and FDI will 
continue to pour into the country, which will be positive for the 
Indian currency. However, the currency could be impacted due 
to global cues like high oil prices, global economic uncertain- 
ties and high food prices. In an uncertain environment, the 
risk aversion to the developing economies like India also 
could be negative. So, in the medium-term, rupee could 
weaken: however, if the Indian economy continues to grow at 
this pace, there is a case of rupee strengthening in the long- 
term. 


monthly loss of 4.8% against dollar in a 
decade, since May 1998, data compiled 
by Bloomberg showed. Goldman fore- 
casts that the Indian currency will fall 
to 44.10 in six months and trade at 42.2 
in a year. Others forecast mere down- 
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falls for the rupee. For instance, while 
France-based Calyen Bank predicts a 
level of 44 per dollar by September, JP 
Morgan sees rupee to slide to 45 per dol- 
lar, with risks of an even sharper fall by 
the end of the year. 


However, rupee is not the only cur- 
rency to lose against the greenback. In 
fact, according to Bloomberg, 11 of 15 
most-traded Asian currencies have de- 
clined against the US currency this 
year. The won, rupee and the peso are 


| Chartered Financial Analyst | 


HALLMARK 
3 Bedroom Gated Community located amid INFRASTRUCTURE 


l F constructing confidence 
100 acres of green cover at Maraimalai Nor. 
International Cricket Academy | International School | SWISS Finishing School 


National Swimming Academy | National Table Tennis Academy | Day Care Centre 


MusicAcademy | more 


oO 
att] 
on 
N 
et 
T 
at 
< 
< 
Oo 
- 
c 
© 
(œ 
a 
x= 
w” 
oO 
= 
o 
x 
© 
i 


- f 
a4 
å 


AOS T TA A A 
~ Maraimalai Nagar | GST Road 
The Best Versatile 


Suite A, United Plaza, New No : 43, Old No: 62/2, Usman Road, Chennai - 17. Ph: 044 - 4350 8999 (4 Lines) 
info@hallmarkinfrastructure.co.in, www.hallmarkinfrastructure.co.in sms HALLMARK to 56677 





Business Environment 


the biggest losers this year among the 
10 most-active Asian currencies out- 
side of Japan, said a report by Merrill 
Lynch. The world’s third largest securi- 
ties firm cited rising energy (and hence 
import bills) and food costs to be the 
reasons behind the decline in currencies 
of these nations. A poll by Reuters too 
has projected a bearish outloek for 
these currencies, as it showed investors 
have increased their short positions in 
the rupee and other Asian currencies. 
According to the forecast by Merrill 
Lynch, rupee will reach 41.25 per dollar 
by the end of September, and 41 in De- 
cember versus previous forecasts of 39, 
39.50 and 39.75. 


A weaker rupee comes to the 
rescue of exporters 

The fall in rupee, however, would not 
have come at a more appropriate time 
for the distressed exporters from IT, 
textiles and even pharmaceuticals, 
which were reeling under the heat cre- 
ated by an unrelenting rise in rupee, 
particularly during the previous year. 
Exporters have, however, heaved a sigh 
of relief as a stronger rupee along witha 
worldwide economic slowdown, which 
looks for real now, would have only pro- 
longed their ordeal. 

The domestic currency has so far 
lost more than 8% against the green- 
back, driven mostly by forex outflows as 
foreign investors have sold stocks worth 
$5.6 bn so far in 2008; FIIs pumped in a 
record $17.4 bn last year. IT industry 
seems to be the biggest beneficiary from 
a weakening rupee as many of them 
earn more than half their revenues in 
dollar terms from exports to the US and 
other foreign destinations. 

Analysts say that every 1% rise or 
drop in the rupee impacts the profit 
margins of Indian softwaire services 
firms by 30 to 50 basis peints. “Cur- 
rency has been a major heacwind for the 
performance of IT companies.... Now, 
with the rupee reversing its appreciat- 
ing trend and depreciating...we believe 
one critical headwind has weakened,” 
said the Mumbai-based Motilal Oswal 
Securities in a recent report. “However, 
despite the early cheer from the cur- 
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rency benefit, it is imperative for the in- 
vestors to refocus attention on the 
macro demand environment front, as 
they are bigger driving factors for 
financials of the companies,” wrote 
Manik Taneja, Analyst with Emkay 
Share & Stock Brokers, in a report. 
“Infosys and Satyam have assumed a 
rate of about Rs 40 to a US dollar for 
their FY09 guidance. Thus, if the rupee 
was to sustain at the current levels of 
42 against the dollar or so for some 
time, it would undoubtedly boost their 
earnings,” said Hitesh Agrawal, Head 
of Research, at the stock broking outfit 
Angel Broking. 

However, the extent ef benefit would 
depend on firms’ individual hedging po- 
sitions. For instance, Infosys, which has 
least exposure to forex hedging, stands 
to benefit more as compared to peers 
like HCL Tech which have higher hedg- 
ing positions: $750 mn vs. $2.7 bn, re- 
spectively. 

However, there is another section of 
analysts that feels that subsidized ru- 
pee alone may not be sufficient to rescue 
domestic IT firms which are facing pros- 
pects of a slowdown in IT spend by cli- 
ents in their biggest market, i.e., the 
US, hit hard by the subprime imbroglio 
and subsequent liquidity crisis. None- 
theless, exporters from other sectors 
like pharmaceuticals and textiles 
stand to rejoice. According to analysts, 
every 1% rise in rupee translates into a 
gain of 2-3% in net profits of the drug 
exporters. Pharmaceutical majors like 
Ranbaxy, Cipla and Sun Pharma, 
which have got substantial exposure to 
exports markets, are going to be the ma- 
jor beneficiaries. 

Exports-driven sectors like textiles, 
where margins are quite low, too stand 
to benefit from rupee’s recent fall. The 
industry where the margins range from 
10-15% saw it dip to levels as low as 
5%. A beaten down rupee would lift the 
margins up to 12%, analysts felt. The 
garment manufacturers said that they 
have got the necessary tonic to sustain 
themselves in the market. Generally, 
the profit margin in this industry re- 
mains between 10% and 15%, which 
dipped to 5%. 


However, it hits others 
Many experts are of the opinion thai 
weakening of the rupee may ł 
double-edged sword for the Inc 
economy. For instance, rising inte 
tional oil prices are already causing 
swelling of India’s import bill. The cı 
try imports 70% of its crude oil requ 
ment and therefore it will have a se 
impact on the country’s balance of 
ment situation. This is surely goin 
widen the trade deficit further. 
However, the biggest fallout w 
be the reduced FII inflows. Fear 
large fall in the value of rupee vis-é 
dollar has been attributed to the se. 
bouts by FIIs so far this year. Accor 
to Chandra Kumar Gujadhur, Mai 
ing Director of Mauritius-based A 
Fund Services, “The currency’s dre 
adding to the losses.” Hurt by an 
precedented rise in rupee’s value, I: 
missed its 2007-08 target by 18% | 
could manage to reach just $20.5 bn 
experts feel that the sector may nc 
on track to touch the ambitious exp 
target of $50 bn by 2010-11. S 
Tirupur-based companies like . 
Group, which exports to Wal-) 
Stores, Inc. and Tesco Plc., even be 
convincing some European custome 
bill in local currencies, a move w. 
many analysts felt may not be vi 
from the latter’s point of view as | 
stand to lose. The sudden reverse 
rupee’s direction also caught the 
mond jewelry exporters unaware 
many of them hedged their raw ma 
als, including rough diamonds and ¢ 
at Rs 40-40.5 to a dollar, anticipa 
the rupee to strengthen to 38 age 
the dollar. “Those who booked thei: 
posure three months ago, will enc 
paying at least 8% more,” said Sa 
Kothari, Chairman, Gems & Jew 
Exports Promotion Council of India 
The rupee depreciation would 
increase the burden of foreign deb' 
payment by the government an 
those companies that have raised 
lar-dominated debt. Also, exporters 
not all too excited as they worry a 
the sharp volatility in the rupee vz 
“This honeymoon period of rupee 
cline will not last long. So, many c 
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Rupee’s Fall 
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are going for forward bookings,” said 
Nakesh Shah, Chairman, Engineering 
Export Promotion Council. A number of 
exporters have gone for ‘forward book- 
ings’ of their orders to grab some ben- 
efits from the rupee depreciation since 
they are currently in a position to get 
forward bookings at 40-plus fixed rates 
on the Indian currency against the 
greenback’s value. Nonetheless, now 
that the rupee has started falling again, 
the worst may be behind for Indian ex- 
porters. 


Is the fall a temporary blip? 
Despite rupee’s losing streak since the 
beginning of this year, there remains a 
ic question mark over whether this 
trend is sustainable in the long-term. 
For instance, according to experts like 
Prof. Rajat Kathuria of the Interna- 
tional Institute of Management, New 
Delhi, the ongoing nominal depreciation 
of rupee is a short-term movement. “Es- 
sentially, this is due to high domestic 
inflation and the growing strength of 
the dollar. I remain bullish on the rupee 
in the medium to long-term, primarily 
because India will continue to be one of 
the fastest growing economies in the 
world,” he said in an interview to 
livemint.com. “The positive impact of 
depreciation will be countered by the 
rising domestic prices,” he added. 
» However, in case of impact of stock 


market, there is no clarity on the impact, 


of the rupee’s fall on FII inflows. But ru- 
pee depreciation may not severely affect 
the stock market, as believed by a sec- 
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tion of experts. Though the Sensex 
slides, FIIs show their enthusiasm to 
buy Indian stocks. According to market 
experts, the FIIs may be looking forward 
to buying the stocks at the time of 
rupee’s fall and then book profits once 
the rupee starts appreciating. Accord- 
ing to Samir Arora, Fund Manager at 
Helios Capital Management, a 
Singapore-based offshore fund, “The 
slide in the rupee has definitely aided 
fresh investments from foreign funds.” 
However, the government’s move to 


Deutsche Private Wealth Management, 
as saying. Deutsche Private Wealth 
Management is the world’s largest for- 
eign-exchange trader. “We are negative 
on Asian local-currency bonds,” Chua 
said in a telephone interview to 
Bloomberg, confirming the contents of a 
research report, in which he wrote, 
“Asian central banks are embarking on 
a tightening cycle, but interest-rate 
hikes have so far been modest compared 
to the pace of inflation.” Bloomberg re- 
ported that Asian bonds have handed 


Governments in Asian region are under pressure 
to check rising inflation stoked by higher food and 


oil prices. 


boost FII investment in the debt market 
may not have many takers, as many ex- 
perts have cautioned foreign investors 
not to chase debt papers in inflation-hit 
emerging markets. A report in 
Bloomberg, citing a Deutsche Bank Pri- 
vate Wealth Management report, said 
that investors should cut holdings of 
Asian local-currency bonds as quicken- 
ing inflation is set to push up yields and 
put pressure on central banks to raise 
interest rates. “The likelihood the dol- 
lar will rebound against Asian curren- 
cies in the next 12 months also makes 
the region’s bonds less attractive,” the 
report quoted Chua Hak-Bin, Chief 
Asian Strategist in Singapore at 





investors a loss for three successive 
months, declining 1.71% this year, citing 
an index compiled by HSBC Holdings 
Plc. “The securities have fallen as crude 
oil has more than doubled in the past 12 
months, pushing up inflation and erod- 
ing the value of the fixed payments from 
debt,” the report added. 

However, others feel that the gov- 
ernment policies, especially the role of 
central bank with regard to checking the 
volatility (in rupee’s movement), would 
be crucial. Governments in Asian region 
are under pressure to check rising infla- 
tion stoked by higher food and oil prices. 
Experts like Morgan Stanley have 
warned against such moves. A section of 
other analysts believe that the fall of 
the rupee would not be contained unless 
the apex bank intervenes. According to 
a recent report by the Asian Develop- 
ment Bank (ADB), the rupee-dollar ex- 
change rate would be relatively stable 
in FY2008 and FY2009. While there are 
differing views on the future direction of 
rupee in the long-term, one point on 
which everyone agrees is that rising in- 
ternational crude oil prices will weigh 
heavily on rupee and keep it under 
pressure.s 


— Amit Singh Sisodiya and Siba Prasad Pothal 
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The Shape of Things to Come? 





The news that ASEAN +3 has agreed to set up an Asian Monetary Fund to 
help member countries overcome financial crises is, undoubtedly, one of 
the most significant economic and political developments of the century. 





l istory was made on May 4, 
2008, when the finance minis- 
ters of the 10-member 


ASEAN (Association of Southeast 
Asian Nations) amd their counterparts 
from Japan, China and South Korea 
came together, on the sidelines of the 
41* annual meeting of the board of gov- 
ernors of Asian Development Bank 
(ADB) in Madrid, Spain, to set up a 
fund worth $80 bn, with the intention of 
offering emergency financial assistance 
to member states to deal with any fi- 
nancial crisis in the future. 

Coming, as it does, exactly a year 
after these countries agreed in principle 
in Kyoto, Japan, in May last year, to 
launch a multilateral currency-swap 
scheme to weather any future liquidity 
crisis, the Asian Monetary Fund 
AMF )—as it is popularly referred to— 
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is all set to become an Asian version of 
the International Monetary Fund 
(IMF). Ironically, the origin of the AMF 
can be traced to the IMF's high-handed 
response to the financial crisis that 
rocked some of the Southeast Asian na- 
tions in 1997-98. 


Memories die hard 

Exactly 10 years ago, a few members of 
ASEAN—Thailand, Indonesia, Malay- 
sia and South Korea—found themselves 
in a hapless predicament, following one 
of the worst crises to have ever hit their 
economies. The financial tsunami, which 
originated in Thailand on July 2, 1997, 
ran amok across the Thai economy, as 
the Thai baht collapsed by about 25% 
after scaling peaks during the previous 
10 years, having traded at about 25 to a 
dollar. In the eight months that followed, 


the tsunami moved virulently across the 
East Asian economies, leaving a trail of 
economic and political destruction in its 
wake. What began as an exchange rate 
problem soon found its reverberations in 
such distant places as Russia and Bra- 
zil, and the essentially East Asian finan- , 
cial crisis soon threatened to snowball 

into a global financial catastrophe. The 

crisis did come as a rude wake-up call to 

the East Asian nations, which had wit- 

nessed strong growth in the years that 

preceded the crisis, earning in the pro- 

cess the sobriquet ‘Asian Tigers’. 

But more than the crisis, what came 
as a huge shock to these nations was the 
IMF’s response, or the lack of it, to the 
crisis once the inevitable had happened. 
The IMF, which was instrumental in im- 
posing full capital account liberalization 
on these nations earlier, now chose to 
find fault with the crisis-hit nations’ eco- 
nomic policies, terming them as ‘rotten’. 
While there is a grain of truth in the. 
IMF's accusation, as the countries that 
were worst-hit by the crisis were those 
with weak fundamentals (economies 
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t were much more open and region- 
integrated like Singapore remained 
thed), the counterview that it was 
the imposition of full capital account lib- 
eralization by the IMF and US that led 
to the rapid inflow of speculative capi- 
tal into these economies and the result- 
ant crisis, is not far off the mark either. 
And many observers have also 
pointed out the difference between the 
IMF’s reactions to the South Asian fi- 
nancial crisis and the US subprime cri- 
sis. The IMF, which has chosen to en- 
dorse the US administration’s attempts 
to prevent its economy from slipping into 
the recessionary hole with drastic cut in 
interest rates, fiscal stimulus packages, 
Bailouts for banks and expansionary 
lending to mortgage companies, acted 
tough when the crisis-impacted East 
Asian nations—which, unlike US, did 
not have their own resources to fall back 
upon—turned to it for help. The belea- 
guered East Asian nations were sternly 
instructed to raise interest rates, cut 
public spending, shut down banks, and 
sell state-owned industries in return for 
a modest bailout package. The IMF was 
particularly harsh towards Indonesia, 
where it allowed banks to fail without 
any system of deposit insurance in place, 
causing all-round financial panic. Also, 
the stringent conditions imposed by the 
IMF in return for providing monetary aid 
came under severe criticiem in the Asian 
region and elsewhere. As the Nobel Lau- 
reate Economist, Joseph Stiglitz, who 
was the Chief Economist of the World 
Bank when the crisis flared up, later ob- 
served, the IMF itself had at that time 
“become a part of the problem rather 
than part of the solution.” 


The Japanese proposal 

The IMFs insensitive and unsupportive 
approach to the East Asian crisis and its 
different sets of rules for different coun- 
tries must have made the Asian na- 
tions realize that the IMF is anything 
but ‘nternational’ and that they needed 
a regional fund of their own to witb- 
y Stand similar financial upheavals in 
the future. Interestingly, the first con- 
crete proposal to establish an AMF 
came from Japan at a meeting of the 
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countries, in Tokyo, that had contrib- 
uted to the rescue package of Thailand. 
It was roughly around that time that 
many voices from the Japanese estab- 
lishment had started arguing for a more 
proactive role for Japan in the Asian re- 
gion. The AMF proposal was seen as 
Japan’s first step towards that end. 

The AMF, as envisaged by the Japa- 
nese financial authorities, was to be a 
framework for promoting financial co- 
operation and policy coordination in the 
Asian region. Though the proposal was 
supported, predictably, by all South- 
east Asian nations, besides Taiwan, 
the support soon fizzled out in the face 
of some strong opposition from the IMF 
and US to Japan’s proposal, There were 
reports that suggested that US heid out 
the specter of ‘Japanese hegemony’ in 
the Asian region to dissuade China 
from supporting the Japanese proposal 
and thus effectively nip the AMF idea in 
the bud. 


Asian caucus 

However, the Japanese proposal was 
not the first attempt by an Asian na- 
tion to create an Asian Monetary Orga- 
nization. In the early 1990s, the then 
Malaysian Prime Minister Mahathir 
Mohamad proposed a grouping of 
Asian nations named the East Asia 
Economic Caucus (EAEC) for regional 
cooperation. But the EAEC failed to 
take off, as other Asian nations, in- 
cluding Japan, were reluctant to throw 
their weight behind the Malaysian ini- 
tiative. Mahathir revived his proposal 
again in October 1999 in a speech at 
the East Asia Economic Summit con- 
ference organized by the Geneva-based 
World Economic Forum. “We, in East 
Asia, can begin by establishing an 
East Asian Monetary Fund, a small 
compact, wholly regional funding orga- 
nization, which would be deeply and 
constantly engaged in East Asian mon- 
etary cooperation and problems on a 
daily basis as opposed to a once-a-de- 
cade-when-crisis-strikes basis,” 
Mahathir suggested. He further 
added, “Had such (a fund) existed, I 
believe the East Asian currency crisis 
of 1997-1998 would not have occurred, 


would not have endured and would rot 
have gone to such ridiculous depth.” 
By that time, however, the AMF idza 
had started germinating, thanks to tae 
interest evinced by Japan. 


ASEAN+3 

Going back to 1998, as the crisis-Hit 
Asian nations were struggling to pill 
through, the idea of establishing a r2- 
gional financial framework to off-r 
emergency aid to Asian nations gained 
strength. The then Japanese Finan e 
Minister Kiichi Miyazawa announced, 
in October 1998, a new program of bila-- 
eral aid—known as the New Miyazawa 
Initiative—providing up to $30 bn m 
loans and loan guarantees to the five 
countries hit by the crisis. In due cours +, 
the New Miyazawa Initiative was ez- 
panded beyond loans and credit guarar- 
tees to include currency swap agree- 
ments. And, the strong sentiments in 
favor of regional cooperation soon cos- 
lesced into a new regional groupinz 
known as ASHAN+3 (10 ASEAN mer- 
bers—Brunei, Cambodia, Indonesie, 
Laos, Malaysia, Myanmar, the Philip- 
pines, Singapore, Thailand and Viet- 
nam—plus Japan, China and SoutL 
Korea), under which the 13 nations be- 
gan the process of cooperation and coor- 
dination among themselves, especiall- 
in the currency and finance areas. Th- 
ASEAN+3 arrangement was institu. 
tionalized in 1999, when the leader. 
issued a joint statement on East Asiz 
Cooperation at their third ASEAN+é 
Summit in Manila. 

The ASEAN+3 Summit, which hae 
been held every year since its first meet- 
ing in January 1999, plays a crucial role 
in promoting trade and currency swap 
among its members. These summite 
have given birth to several forums for 
regional cooperation such as ASEAN 
Surveillance Process, Manila Frame- 
work and ASEAN+3 Economic Review 
and Policy Dialogue. 


Chiang Mai Initiative 

In May 2000, the ASEAN+8 launched a 
framework in Chiang Mai, Thailand, to 
strengthen the East Asian financial co- 
operation. Called Chiang Mai Initiative 
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(CMI), this framework envisioned the 
creation of a network of Bilateral Swap 
Agreements (BSAs) among the mem- 
ber nations to address short-term li- 
guidity problems. The CMI is currently 
a network of bilateral currency swap ar- 
rangements, consisting of 16 bilateral 
agreements that constitute an emer- 
gency fund totaling $40 bn. However, 
under the bilateral swap arrange- 
ments, a member can get only about 
20% of the available money as short- 
term balance of payment support or 
short-term liquidity support, which 
may not be sufficient to see off a huge 
liquidity crisis or if a crisis engulfs quite 
a few members all at once. In other 
words, the CMI framework is at best a 
supplement to the existing interna- 
tional financial arrangements, and it 
does not totally free the member na- 
tions from dependence on the IMF. 


From CMI to AMF 
Hence, the need to expand the CMI into 
a more comprehensive and efficient fi- 
nancial mechanism that could provide 
sufficient amount of long-term financial 
aid to member nations was felt. In May 
2007, at a meeting of the finance minis- 
ters of the ASEAN+3 nations in Kyoto, 
Japan, the member nations agreed in 
principle to launch a multilateral cur- 
rency-swap scheme by pooling the 
region’s vast foreign exchange reserves. 
Commenting on the agreemert, the 
then Japanese Finance Minister Koji 
Omi said, “I understand this is very big 
progress, and it is a major achiewement 
that all 13 nations reached an agree- 
ment on the matter.” However, the 
other details, such as the amount each 
country should contribute and the mo- 
dality of contribution, remained to be 
worked out. As the Asian finance minis- 
ters’ joint statement, released after the 
meeting, noted, “We instructed the 
deputies to carry out further in-depth 
studies on the key elements of the 
multilateralization of the CMI, includ- 
ing surveillance, reserve eligibility, size 
of commitment, borrowing qucta and 
activation mechanism.” 

Subsequently, the ASEAN+3 came 
out with the announcement, at their re- 
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cent annual meeting in the first week of 
May this year, that a permanent re- 
gional fund worth $80 bn is being put in 
place to help meet the currency needs of 
member states during emergencies. 
While the big three, Japan, China and 
South Korea, have agreed to contribute 
80% of the seed money, i.e., $64 bn, the 
remaining 20% or $16 bn has to come 
from the ASEAN. While the interest 
rates of the fund will be based on 
LIBOR (London Inter-Bank Offered 
Rates), additional rates of 1.5 to 3 per- 
centage points can be charged as agreed 
upon in advance. The loans will be given 
for a period of up to two years, with the 
initial expiration of three months. The 
ASEAN+83 nations have also agreed to 
hold working-level meetings in the com- 
ing months to arrive at consensus on 
some sensitive issues like how to oper- 
ate the fund, how much stake should be 
given to respective nations, and so on. 


The new order 

Significantly, the IMF and US, which in 
the past frowned upon the Asian na- 
tions’ attempts at establishing a mon- 
etary organization of their own, have 
chosen to maintain a studious silence 
over the latest initiative of the 
ASEAN+3. However, it goes without 
saying that the establishment of AMF 
would, to a large extent, help in reducing 
the IMF’s burden. For, one of the major 
complaints of Asian nations against 
the IMF is that the international organi- 
zation lacks country expertise. As 
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Mahathir Mohamad once said, while de- 
fending Malaysia’s decision to ii A 
capital controls, which enabled it to súc- 
cessfully steer its economy out of the re- 
gional economic crisis without having to 
rely on the IMF: “I am quite confident 
that had we gone to the IMF for help, 
which we were pressured to do several 
times, Malaysia would have been forced 
to do things that would have destroyed 
not only the economy of Malaysia, but 
also the entire nation and Malaysian 
society. This would have happened not 
because of malevolence or ill will but be- 
cause of deficiencies in data, knowledge, 
empathy and understanding, breadth of 
vision, width of mandate and depth of 
insight of IMF experts.” 

The AMF, on the other hand, is in a 
better position to have firsthand knowl- 
edge of specific events and the needs of 
the region and incorporate the same ir 
its decision-making process to come uf 
with a better and more satisfying solu: 
tion to any financial crisis that ma} 
erupt in the region. The long and the 
short of it is that the AMF would cer 
tainly be more receptive to Asiar 
needs. 

While the AMF may be “complemen 
tary, not independent, in its nature t 
the IMF,” as the South Korean Deput; 
Finance Minister put it, the fact 1 
ASEAN+83’s decision to set up an Asia 
version of the IMF is, undoubtedly, one o 
the century's most significant economi 
and political developments that is full o 
promises and possibilities, and may ent 
up shaking up the very structural dy 
namics of the international financia 
system, thus paving the way for th 
emergence of a new world order. 

The last word, as always, belongs t 
Mahathir Mohamad. Speaking at th 
East Asia Economic Summit conferenc 
in October 1999, the then Malaysia: 
Prime Minister remarked: “The firs 
decade of the 21* century will see th 
rise of a community of East Asian né 
tions that will embark on a long journe 
of comradeship and cooperation.” Hos 
prophetic!s= 


— R Venkatesan lyeng: 
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Post: Sr. accountant 

Company: Trenchant Financial Technolagies Pvt. 
Ltd. 

Job Desc.: Function Description: The purpose of 
this job is the day-to-day accounting activity for an 
MNC and its subsidiaries. The other functions cf 
this position inciude all journal entries specific to 
partnership accounting, accounts payable, periodic 
financial reporting for management etc. 

Profile: Candidate should have high level of 
intelligence since reconciliations for large groups 
of traders requires very complex spreadsheets with 
many imbedded formulas and layers. 

Exp.: 5-7 

Location: Chennai 

Email: hr@trenchantft.com 


Post: Sr. Manager - Treasury 

Company: CFC India Services Pvt. Ltd. 

Job Desc.: The candidate should be proficient in 
knowledge of banking Operations, cash 
management concepts and services for large 
Operations. Familiarity with contracts, service 
agreements anc contract negotiation.as they relate 
to corporate policy and departmental! compliance 
issues. 

Profile: Should be CA / IOWA with 5 vrs of work 
experience in Corporate banking/Treasury 
operations/Cash management. 

Exp.: 5-9, Location: Mumbai 

Email: shalin\_shyamsundar@countrywide.com 


Post: Asst.Vice President - Vendor Management 
Company: Yes Bank Ltd. 

Job Desc.: Manage, own and continually improve 
all the processes related to vendor management 
and finance function for IT at Yes Bank. Indicative 
but not limited list of these responsibilities is 
vendor management. Establish soureing strategies, 
Manage sourcing and selection process (including 
negotiations) etc. 

Profile: Should be of 29 - 35Yrs in age, with a 
degree of MBA or can be a CAVICWA having 
Contract Management and Financia’ management 
skills. 

Exp.: 4-9, Location: Mumbai 


Email: itcareers@yesbank.in 


Post: Accountant 

Company: Mahabal Enviro Engineers Pvt. Ltd. 

Job Desc.: Tally 9.2 data entry, bill preparation, 
deposition of cheque, follow-up fo: outstanding 
dues, preparation of management reports of 
dues-EMD-SD, statutory payments/returns for PF 
ESIC, PT, TDS, SeT, VAT, e-payment ef taxes, 
costing, payment, purchase etc. 

Profile: Candidate should know Tally 9.2 accounts 
maintenance, computer-internet use for bank 
statement, e-payments, e-returns, with 30 W.p.m. 
typing speed. 

Exp.: 5-10. Location: Mumbai 

Email: mahabal60@rediffmail.com 
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Post: Financial Analyst 

Company: Global Automation India Pvt. Ltd. 

Job Desc.: Financial data processing and analysis. 
financial data reviews, reports, updation of 
company profiles and related work. 

Profile: Should know Financial Data Processing 
and Analysis, would be required to make Financial 
Data reviews, Reports, Update Company profiles 
and related work. 

Exp.: 3-6, Location: Bangalore 

Email: sudhag@global.com 


Post: Accountants 

Company: The Bristol Hotel 

Job Desc.: Maintenance of books of accounts, 
preparation of vouchers, bank reconciliation, 
preparation on income tax, sales taxes / 
assessment cases. 

Profile: Should be B.Com Graduate with relevant 
working experience. 

Exp.: 3-8, Location: Delhi/NCR 

Email: careers@ramadabmk.com 


Post: Asst. Manager- Risk Consulting 
Company: BMR Advisors 
Job Desc.: The candidate would be required to 
work on the following, process reviews, internal 
audit, operational risk management. 
Profile: The candidate should be an Accounting 
Graduate with working experience in financial 
services. Prior experience in consulting 
environment & in leading teams/managing 
engagements desired. 
Exp.: 3-6, Location: Delhi 
Email: careers@bmradvisors.com 

-__—_—— ee 
Post: Account Executive 
Company: Spectraforce Technologies India Pvt. 
Ltd. 


Job Desc.: Review approved supplier invoices / 
staff claims to ensure compliance to local 
statutory requirements and Credit issue's internal 
policy. 
Profile: The ideal shall be a B.Com, responsible for 
preparing payment documents such as manual 
cheques, pay orders, telegraphic transfer forms 
etc and coordinate approval of the documents. 
Exp.: 3-4, Location: Bangalore 
Email: muppala@spectraforce.com 
SÀ 
Post: State Head 
Company: Spandana Sphoorty Financial Ltd. 
Job Desc.: Responsible to manage and build 
micro-finance portfolio focused on semi urban 
and rural population based on Group lending and 
Individual lending methodologies. Responsible for 
planning and phasing out the manner with which 
the existing operations can be expanded & 
sustained. 
Profile: Must possess relevant Qualification with 
3-5 yrs of experience in Micro Finance, 
Agri-business, Banking or FMCG. 


Locating the Best Jobs for you! 


Top Companies Hire From Here 


Exp.: 3-5 
Location: Bangalore 
Email: ka_recruitment@spandanaindia.com 


Post: Manager- Accounts & Administration 
Company: The Country Club 

Job Desc.: Providing accurate data & financial 
information to various department internally & 
externally Interacting with Branches for day to da 
accounting issue. Preparing monthly MIS / Budget 
finalization etc. 

Profile: The candidate should have min Syrs of 
experience in reputed company’s accounts dept., 
should be good in communication skills, possess 
man management skills. 

Exp.: 5-8, Location: Pune 

Email: hrdmumbai@countryclubmail.com 


Post: Sr. Relationship Managers 

Company: Giltedged Equities 

Job Desc.: Will be responsible for generating 
business & managing relationships with equity & 
commodity clients. Primary work profile will be to 
promote business activity, generate leads & 
acquiring new clients Remisers/ BDRs & Sub 
Brokers. 

Profile: The candidate should be able to develop 
business: HNI, individual & corporate. Maintain 
relationship with new & existing clients etc. 

Exp.: 3-8, Location: Delhi/NCR 

Email: rohini@indiainfoline.com 


Post: Sr. Accountant 

Company: International Clothing Mumbai Pvt. Ltd. 
Job Desc.: Finalization of profit and loss of balance 
sheet, preparation of taxes, like service tax, TDS, 
professional tax etc. maintenance of accounts. 
Profile: Should be an Accounting Graduate with 
Syrs of relevant experience. 

Exp.: 5-6, Location: Mumbai 

Email: iciprom@bom3 .vsni.net.in 


Post: Asst. Manager - Accounts 

Company: Vishnu Chemicals Ltd. 

Job Desc.: Finalization of Accounts, preparation of 
business plans, responsible for accounts, financial 
management, banking, costing, MIS, ERP, taxation, - 
customs. Computer Knowledge, Tally, SAP etc 
desired. 

Profile: M.Com/M.B.A,/C.A (Inter) with relevant 
experience in similar role. 

Exp.: 5-10, Location: Visakhapatnam 

Email: careers@vishnuchemicals.com 


Post: Asst. Manager - Accounts 

Company: Computer Age Management Services 
Pvt. Ltd. 

Job Desc.: Shall be responsible for general 
accounting and finalization of accounts with 
application of Tally Software. 

Profile: Graduates / Post Graduates with experience 
in finalization of accounts. 

Exp.: 5-10, Location: Chennai 
Email: resume@camsonline.com 











ost: Chartered Accountants 

ompany: G. K. Kedia & Co. 

ob Desc.: To finalize balance sheet, do statutory 
udit, internal audit, income-tax matters, service 
ax, VAT and all other matters which a Chartered 
\ccountant is supposed to do. 

rofile: Looking for a CA / Commerce Graduate, 
vith prior working experience in CA firm. 

xp.: 5-10, Location: Delhi 

mail: job@gkkedia.com 
ED 
lost: Company Accountant 

Jompany: Net Ambit 

ob Desc.: Should be able to analyze business 
node! prepare cost structure& allocation, 
inancial budgets, comparative analysis, variances 
x justifications, cost controlling. 

rofile: CA/ICWA with 4-5 yrs of experience in 
iervices industry preferably in financial or 
nsurance sector or in BPO. 

ixp.: 5-8, Location: Delhi/NCR 

Email: hr@netambit.com 
SS 
Post: Accountant 

Company: Silk Weavers India 

lob Desc.: Must have thorough knowledge of 
accounting, sales tax and allied taxation, having 
worked on Tally system and in a position to 
independently prepare small companies account, 
trial balance. 

Profile: Graduate with 3-5yrs of experience as an 
independent accountant, with thorough 
knowledge of accounting, sales tax and allied 
taxation, having worked on tally system and in a 
position to independently prepare small 
companies account, trial balance. 

Exp.: 3-5, Location: Bangalore 

Email: admin@silkweaversindia.com 





Post: Manager- Taxation 

Company: Advance Group of Companies 

Job Desc.: Ensuring compliance of all direct & 
indirect taxation (Service tax, FBT, TDS, Excise, VAT 
etc). Online filing of various statutory returns and 
ensuring computation of taxable income and tax 
due. 

Profile: The candidate having experience of working 
in above areas or willing to make a career in 
taxation field are required to apply for the position. 
Exp.: 4-8, 

Location: Delhi/NCR 

Email: vacancy@advanceindia.com 





Post: National Manager-Accounts 

Company: i Process Services India Pvt. Ltd. 

Job Desc.: Shall be responsible for managing 
general accounting & balance sheet. 

Profile: Looking for a CA with 7-10 yrs of relevant 
experience in similar capacity. 

Exp.: 7-10 

Location: Delhi 

Email: jagpreet.kaur@iprocess.in 
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Post: Sr. Research Analyst-investment Research 
Company: Aranca 

Job Desc.: Would be given the opportunity to hold 
responsibility for management of key client 
accounts i.e. timely delivery of reports, client 
relationship and project delivery. Would be 
responsible for defining quality control and quality 
assurance measures for projects. 

Profile: Should be MBA (Finance) or CFA or CA from 
a leading university or college or foreign educated 
with a record of academic excellence. Should have 
experience in financial research, equity research or 
investment research. 

Exp.: 3-6 

Location: Mumbai 

Email: careers@aranca.com 





Post: Finance Manager 

Company: Thirdware Solution Ltd. 

Job Desc.: Management of all areas of accounting & 
financial operations (invoicing, AR, AP, C&B, FA, GL, 
bank relationships, insurance, salary / payroll, audit 
etc). 

Profile: CA+CS with relevant accounting experience. 
Strong experience in the areas of accounting, 
budgeting, MIS etc. 

Exp.: 7-12 

Location: Mumbai 

Email: recruit@tspl.com 
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Post: Accountant 

Company: Waaree Instruments Ltd. 

Job Desc.: Must be experience in tally and preparing 
balance sheets is a must. 

Profile: An Accounting Graduate with ability to 
maintain books of accounts, finalization, preparing 
salary statement, production report etc. 

Exp.: 5-10 

Location: Surat 

Email: Jennifer@waaree.com 





Post: Accountant 

Company: StarWheels 

Job Desc.: To maintain the accounts of businesses in 
Tally, to maintain ledgers, reconcile bank statements 
etc. 

Profile: Accountant for business firm in Gurgaon. 
Must have knowledge of Tally, must be able to 
prepare income and sales tax returns, reconcile bank 
statement, prepare balance sheet. 

Exp.: 3-8, 

Location: Gurgaon 

Email: unilrn@gmail.com 





Post: Accounts Manager 

Company: Kruger M & E India Pvt. Ltd. 

Job Desc.: Will be responsible for finance & 
accounting operation of the company. 

Profile: We are looking for CA or M.Com with 5+yrs 
of experience in this field. 

Exp.: 5-10, Location: Thane 

Email: resume@krugerindia.com 
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Post: Account Head 

Company: Lord Krishna Management 

Job Desc.: Should be responsibilities of all 
account dept such as excise manager and 
account manager and direct and indirect tax. 
Profile: An MBA (Finance) with strong 
accounting experience. 

Exp.: 10-20 

Location: Delhi/NCR 

Email: dayal_lordkrishna@yahoo.co.in 
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Post: Sr. Manager-Finance 

Company: I.T Integrated Solutions Ltd. 

Job Desc.: Would be responsible for wide range 
of accounting and financial function in addition 
to reporting & auditing, managing assets, 
establishing controls and maintaining the 
integrity of financial system. 

Profile: CA preferably CS, with 10+yrs of work 
experience. Should be working / worked in an IT/ 
ITES environment. 

Exp.: 5-10 

Location: Mumbai 

Email: hr@itisl.com 





Post: Asst. Manager - Taxation 

Company: CavinKare Pvt. Ltd. 

Job Desc.: Should be responsible direct / indirect 
taxation in the field. 

Profile: Shall be a Graduate with relevant 
working experience. 

Exp.: 4-5 

Location: Chennai 

Email: hrdfoods@cavinkare.com 





Post: Company Accountant 

Company: Pagetraffic Webtech Pvt. Ltd. 

Job Desc.: Reviewing books of accounts, 
taxation. Computing and filling TDS returns, 
checking daily vouchers. Ensuring all the 
records are in place & entered duly in Tally 9. 
Statutory advice for audit and legal compliances. 
Profile: CA with 4yrs of experience in the 
mentioned role. 

Exp.: 3-5, Location: Delhi/NCR 

Email: hr@pagetraffic.com 





Post: Vice President- Finance & Accounts 
Company: Shubh Services Inc 

Job Desc.: Manage complete operations of 
accounts & finance of a company with annual 
turnover of 100 Crores. Structuring & execution 
of project finance. Prepare plans & feasibility 
reports for projects & providing advisory services 
to clients. 

Profile: The incumbent shall be an MBA 
(Finance) with prior working experience in 
similar capacity. 

Exp.: 12-20, Location: Delhi/NCR 

Email: bkashwani@gmail.com 
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Soaring Inflation 





A s year 2008 started, the fairy tale of global economy came 

an end. Suddenly, inflation has become a worldwide 
problem. The soaring cil and food prices that were once per- 
ceived as a mere blip in the growth eycle have suddenly become 
the spoilsport of the central banks, challenging their wits to 
keep them under check. This has obviously made the central 
banks nervous, for inflation expectations, once entrenched 
deeply, becomes difficult to be eliminated. This is reflected in 
Ben Bernanke’s recent attempt to resurrect the dollar: “We are 
attentive to the implications of changes in the value of dollar 
for inflation and inflation expectations.” The anxiety of central 
banks to tame inflation is so high that no sooner did Bernanke 
talk up dollar than Trichet, the Chairman of European Central 
Bank, gave a strong hint about the likely rise in their interest 
rates. This simply pushed euro higher, defeating Bernanke’s 
eiforts at giving a gentle push to dellar, besides causing turmoil 
in bond markets. 

Amidst this pandemonium in global markets, India took 
some bold steps—both on fiscal and monetary fronts. First, 
the government, realizing that “there are limits to which we 
can keep consumer prices unaffected by rising 
import prices”, has hiked the retail prices of 
petrol and diesel by about 10%—Rs 5 per liter 
of petrol and Rs 3 on diesel—anc cooking gas 
by 30%, besides scrapping a 5% import tariff 
on crude oil—all to reduce not only the under- 
recoveries of oil-trading companies, but also 
the demand on the Center for additional oil- 
bonds that merely defer government’s finan- 
cial liability for OMCs to a future date. 

On the monetary front, the Reserve Bank 
of India, for the first time in more than a year, 
raised its repo rate by 25 basis points to 
8%—a five-year high—and perhaps all set to raise it by an- 
other 25 basis points soon. The move, though received by in- 
dustry with a shudder, has become essential for more than 
one reason: one, it has to fall in line with global central banks. 
else there is the danger of rupee, which has already depreci- 
ated by 8% against dollar, depreciating further, including 
against other currencies which incidentally, means costlier 
imports; two, the widening current account deficit is posing a 
bigger challenge, particularly, in the context of falling foreign 
portfolio inflows into a none-too-happy stock market: and 
three, to anchor the inflationary expectations at acceptable 
level, it cannot afford to let real interest rates turn negative. 

Unsurprisingly, the government’s act of passing on the rais- 
ing crude prices to consumers has, of course, generated back- 
lash on predicted lines. The displeasure of the common man at 
the rise in the prices of petroleum products, that too, over the 
already rising inflation—which has touched 11.5% by June 20 
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—is understandable, but what is more disturbing are the 
roadblocks and street demonstrations organized by the politi 
cal parties. It only demonstrates that either they are ignorani 
of the ground realities or not caring for them. The former can. 
not, however, be true for one cannot presume them to be un- 
aware of basic economics: prices are to necessarily be able to 
change relative to the underlying production costs—between 
February and June of the current year the crude price has gone 
up from $90 to $135 per barrel. They are also aware that the 
mounting oil subsidy is no longer fiscally sustainable, for we 
import almost 80% of our oil consumption. It is also a matter of 
common sense that raising the prices of petroleum products is 
the core of any policy response, for it alone can—though not 
directly—keep the spiraling fiscal deficit under check, which is 
essential to keep public investments intact—at least ensure 
the availability of funds for more deserving programs such as 
NREGS. In fact, such transfer of prices, proportionate to the 
increase in the global crude prices, should have been done regu- 
larly to obviate the fiscal profligacy as also to reduce the impo- 
sition of sudden and heavy burden on the consumers. Such de- 
cisions, though would be painful in the short 
run, are certain to avoid far more pain result- 
ing from a fall in growth owing to higher infla- 
tion rate or fiscal deficit, or a combination of 
both, widening the current account deficit, and 
the resulting depreciation of rupee, in the long 
run. Capping it all, such willingness to effect 
policy changes domestically is a must under 
the global slowdown; else, we will remain at 
the mercy of global economic happenings. De- 
spite these hard realities, if political parties 
continue to resort to such agitations, it only 
means;that they are bent upon blaming the 
ruling party, irrespective of the fact that the current hike is not 
something that is in their control. 

Which reminds us of what Sanjay Bagchi once observed: 
Indian politician assigns the highest priority to the interests 
“not of the nation but of his party, and within the party, to the 
interests of himself, his family, his clan, his caste (and) his 
constituency.” Instead, opposition parties, as the democratic 
theorists often fondly said, essentially being a “government-in- 
the-waiting”, cannot afford to “oppose, oppose, oppose” but 
“should so conduct itself...as to persuade the people of the 
country that it could be an improvement on the government of 
the day”, which means, educating the citizens about the eco- 
nomic realities and encouraging them to sail through the diffi- 
cult times. 

Or, is it a far cry?s= 


-grk 








Reference # 01M-2008-07-18-10 


| Chartered Financial Analyst | 


y 


CHARTERED FINANCIAL ANALYST 


THE 
ANALYST 


\ugust 2008 The Icfai University Press 


Global Economy 


Mii 











Ba : my: =. r 


( >j Wisla 
and ® i aW is 
SAVINGS ACCOUNTS 
A A SR T 


GOL D SAVINGS ACCOUNT 


e Sweep in and Sweep out facility for all e Funds transfer 
through NEFT free è RTGS free e ATV usage at any bank free 
e Multicity cheques free e Personalised cheques free 
e PA insurance upto Rs. 5 lakhs free e Online equity 
trading facility e Online utility bills and Tax payment free 
e Preferential rate for Gold coins eDemat account opening 
charges free e PAN/TAN facilitation 


SILVER SAVINGS ACCOUNT 
e Sweep in and Sweep out facility if average balance is 
Rs. 25,000 and above e Overdraft facility upto one month's 
salary @ Funds transfer through NEFT free e RTGS free 
e ATM usage at any bank free e PA insurance upto Rs. 1 lakh 
Tee @ Online utility bills and Tax payment free 
èe PAN/TAN facilitation 


And host of other conce ssions and value additions 
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SUPER CURRENT ACCOUNT 


e Issue of DD @ 50% concession e Folio Charges free 
e Outstation cheques collection @ 50% concession e RTGS 
@50% concession e Multicity cheques free e Personalised 
cheques free e PA insurance upto Rs. 5 lakhs free e Funds 
transfer through NEFT free e Online utility bills and Tax 
payment free e Online equity trading facility e Demat account 


opening charges free e PAN/TAN facilitation 


CLASSIC CURRENT ACCOUNT 


e Issue of DD @ 50% concession eè Folio Charges @ 50% 
concession e Outstation cheques collection @ 25% concession 
è RTGS @ 25% concession e Multicity cheques @ 
25% concession e Personalised cheques upto 100 leaves free 
e PA insurance upto Rs. 1 lakh free e Online utility bills and 


Tax payment free è PAN/TAN facilitation 
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Global Economy 
A Tale of Two Opposing Forces 


The US subprime crisis that violently rocked the global financial markets is 
due shortly for its anniversary. There is, of course, nothing much to celebrate. On 
the other hand, there is a fat lot to lament about—soaring oil prices, commodity 
prices, food shortages, spiking inflation and sluggish economic growth. 

Stock markets are in the dumps. Major global stock indexes are in the tight 
grip of bears. What was once thought to be a temporary phenomenon of re-pricing 
of risk— risk that the banks and all those financial agencies that had exposure te 
CDOs associated with the US mortgages—has now turned out to be such a giant 
black hole that it has sucked in even Fannie Mae and Freddie Mac—the twe 
government sponsored enterprises that are chartered by the US Congress to pro- 
vide a national market for mortgages. Their deteriorated financial condition is sure 
to threaten the US and world economy, for many banks and financial institutions 
around the world are holding debt securities of Fannie Mae and Freddie Mac far 
exceeding even their capital. There are also many central banks that are holding 
huge inventories of securities issued by these two. That aside, in today’s credit 
crunch, these two being the only institutions that are buying and scrutinizing the 
US mortgages, housing finance that is already in doldrums would come to a halt. 
Which is why, Ben Bernanke, the Fed Chief, was perhaps forced to testify to the 
Congress that the US economy is facing ‘numerous difficulties’ and the risks to 
growth are “skewed to the downside”. Despite his assurance that Fed would con- 
tinue to treat the restoration of the health of financial markets as “a top priority’, 
markets were on a roller-coaster ride. These revelations about the unending crisis 
in financial markets are making one wonder: “What does all this mean to global 
economy?” 

Inflation has already become a global phenomenon. And the rising inflation 
across the countries suggests that its reasons too are, perhaps, global. As the 
agricultural land is diverted for production of alternative-energy sources, food 
prices have soared. With the growing demand for natural resources from develop- 
ing economies like China, the prices of raw materials such as iron ore have gone 
up. Rising demand for oil coupled with supply constraints has only seen crude oil 
prices reach historic highs. To cap it, the weakening dollar has only made things 
worse: besides pushing up the US import prices, it has also exported inflation to 
all those countries such as Saudi Arabia and Hong Kong whose currencies are 
linked to the US dollar. The final reason for the worldwide inflation is, of course, 
globalization: though once considered ‘disinflationary’, in the long run, with the 
appreciation of currencies of and price rises in the booming emerging economies, 
it has perhaps lost its steam, resulting which, developed economies that im- 
ported goods from these countries are to pay increased prices. Cumulatively, the 
“upside risks to the inflation outlook have intensified” all around the globe. 

The quandary is: which way the global economy would move from now on- 
wards? There is, perhaps, no single answer, for everything—particularly, tossing 
of the ‘growth’ between the financial crises and the housing prices in the US and 
other developed countries on the one side, and the soaring global oil prices and 
inflation in emerging economies on the other, looks ‘uncertain’. And the challenge 
to the central banks would, of course, be “accurately assessing and appropriately 
balancing the risks to the outlook for growth and inflation”. In all this ‘uncer- 
tainty’, there is, of course, a ray of hope: growth in the emerging economies, which 
according to World Bank’s revised estimates is predicted to be 6.5% in the 
changed context, may pull out the global economy from the trap of likely recession 
in America and other developed economies. 


GRK Murty 





India is not an inflation-targeting country. The democratic pressures have 
proved to be a disciplining force so far. And its record, over five decades, is reason- 
able relative to most developing countries. Further, the two groups of commodi- 
ties that carry a large weight in the consumption basket, namely food and fuel, 
are subject to supply shocks, making it difficult to identify a ‘core’ that could be 
meaningfully targeted. Yet, there are suggestions, mainly from the academia, for 
inflation-targeting, but there is little or no support for it in political economy. 

- Y V Reddy 
Governor, Reserve Bank of India 


It’s a top priority of the Federal Reserve to run a policy that is going to bring 
inflation to an acceptable level consistent with price stability. 

- Ben Bernanke 

Chairman, Federal Reserve 


Developing countries aren’t opposed to free trade. But conditions for free trade 
have to be created. Developing countries cannot be expected to subject their sub- 
sistence farmers to competition from hugely subsidized agricultural products. To 
enable our farmers to be competitive, the huge investment deficit in agriculture 
in developing countries has to be addressed. 

- Kamal Nath 
Minister for Commerce and Industry, India 


Up to now in the subprime crisis, the Fed and the ECB have played their role 
well...managing the crisis in the way we would have hoped. 

~ Dominique Strauss-Kahn 

Managing Director, IMF 


The best combination for emenging market equities is rising commodity 
prices and falling EM interest rates; the worst is falling commodity prices and 
rising EM interest rates. Weaker global growth and higher inflation in emerging 
markets is raising the risk of the latter, which is why asset allocators have 
become much more cautious on emerging markets. 

~ Michael Hartnett 
Chief Global Emerging Markets Equity Strategist, Merrill Lynch 


India is a growing economy, henee a lot of Japanese companies want to invest 
here. However, because of less work experience in this part, in terms of not only 
size but language as well as culture, acquisition is one of the better alternatives 
to enter Indian market. 

- Kensaku Konishi 
President and CEO, Canon India 


We need to be in an optimistic mode about growth. Though there are chal- 
lenges in the form of inflation and global oil prices, the $700-billion investment 
pipeline, most of which is in infrastructure, indicates strong financial fundamen- 
tals. 

- K V Kamath 
Managing Director and Chief Executive Officer, ICICI Bank Ltd. 
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MCX Launches ATF 
Futures 


Recently, the Multi Com- 
modity Exchange (MCX) 
has launched Aviation 
Turbine Fuel (ATF) futures 
contract to aid refineries 
and airlines to better hedge 
in the volatile oil market. 
ATF is a special type of 
petroleum product which 
currently accounts for 
around 50% of an airline’s 
total costs, as rising fuel 
bill has pushed several 
airlines much deeper into 
the red. Industry losses this 
year are expected to touch 
Rs 8,000 cr, double of the 
estimated losses of 

Rs 4,000 cr during the year 
2007-08. Hence, this move 
to trade ATF futures would 
definizely give companies 
an opportunity to hedge the 
fuel prices on a domestic 
platform and lock them for 
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a particular period, thus 
hedging their risks against 
price rise on ATF for that 
period. 

The contracts typically 
expire on 26t of the 
respective month and the 
maximum period of the 
contract is six months. 
Buyers and sellers are 
allowed to trade by paying 
5% of their position as 
margin money. Besides 
this, there may be addi- 
tional margin fixed when 
prices escalate sharply. 

Analysts feel that the 
presence of a domestic 
benchmark on ATF prices 
would provide them a more 
reliable reference point in 
order to negotiate prices 
better. Many international 
biggies, such as Air France- 
KLM, Cathay Pacific, 
Singapore Airlines, 
Qantas, Emirates and 
British Airways, have 


\ 
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effectively used ATF futures 
and remained unscathed in 
these torrid times for airline 
industry. Now, in India, low- 
cost carriers SpiceJet and 
IndiGo are two of the main 
traders of ATF at the MCX. 
Apart from these two, 
national carriers Air India 
and Jet Airways are also 
interested in hedging fuel. 


India’s Investment 
Rating Under the 
Cloud 


India’s hard-earned invest- 
ment rating, received barely 
one-and-a-half year ago, is 
now under serious threat due 
to the deterioration in the 
central government’s fiscal 
position this year. Fitch, the 
leading global rating agency, 
has recently revised the 
outlook on India’s long-term 
local currency to negative from 


M&M to Acquire Kinetic Assets 


_ The country’s largest Sports 
Utility Vehicle (SUV) maker 
Mahindra & Mahindra 
(M&M) has hinted its 
interest in the two-wheeler 
segment that has been 
witnessing steep growth and 
stiff competition in recent 
years. Pune-based M&M is 


all set to buy a majority stake 


in the two- wheeler maker 
Kinetic Motor Company 
(Kinetic) for a probable value 
of Rs 110-120 cr. Sources 
familiar with the develop- 
ment said M&M will only 


acquire the assets and not the 


debt. 
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Kinetic, an established 
business house in India, 
known for its pioneering 
contributions in the 
automobile industry, has 
been suffering from record 
losses during the past 
couple of years and also 
during the financial year 
ended March 2008, when 
the company recorded a net 
loss of Rs 74.86 cr. Accord- 
ing to sources, M&M is 
planning to acquire only the 
assets of Kinetic which are 
valued at Rs 106.89 after 
depreciation. The company 
has also recorded a decline 





in sales amounting to 

Rs 118.29 cr, and a debt 
worth Rs 78.49 cr affected 
its 2006-07 balance sheet. 
The deal with M&M will 
enable Kinetic to cover up 
its losses and revamp its 
financial structure. 








stable. Though India’s rating 
still stands at BBB, Fitch’s 
lowest investment grade, 
the revised outlook indicatec 
that the country is a whisker 
away from being rated 
‘speculative’, which is almost 
tantamount to junk rating. 
Fitch’s move follows a 
warning by another rating 
agency, Standard & Poor's, 
that India’s rating could be 
lowered thus if the current 
credit deterioration contin- 
ues for a longer period. 

Takahira Ogawa, S&P’s 
Credit Analyst, in a note 
has said that India’s credit 
profile has worsened in the 
past 12 months, but added 
that “The upside and 
downside risks to its ‘BBB’ 
rating are currently 
balanced.” Fitch has gone 
one step further and 
actually changed the 
outlook on India’s domestic 
ratings. A speculative 
rating forces many large 
foreign funds to pull out 
from Indian markets, while 
also escalating borrowing 
costs especially for Indian 
companies looking to tap 
money abroad. Economists 
say that this negative news 
is not at all warranted at a 
time when sentiment in the 
Indian markets is already 
weak. According to 
Shuchita Mehta, Senior 
Economist at Standard 
Chartered Bank, the 
revision is negative and will 
add pressure on the rupee, 
bonds and availability of 
credit. “Interest rates are 
already on the rise and 
companies may find it more 
difficult to raise money. 
Bond sentiment will also be 
impacted.” 


| Chartered Financial Analyst | 


TT 





Slowing Exports 
Curb China’s Growth 
Economic growth in China 
has slowed down in the sec- 
ond quarter of 2008, con- 
stricted particularly by fall- 
ing demand for exports, soar- 
ing prices and the high cost of 
credit. The National Bureau 
of Statistics which is 
charged with the collection 
and publication of statistics 
related to the economy, 
population and society of the 
People’s Republic of China 
said that the economy ex- 
panded at an annual rate of 
10.1% in the three months to 
June, down from 10.6% over 
the previous quarter. If 
China continues to vroom at 
a double-digit rate, then it is 
likely that it may overtake 
Germany as the world’s 
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third-largest economy. How- 
ever, in recent months, grow- 
ing inflation and plummet- 
ing exports are obstructing 
the smooth growth momen- 
tum of the economy. 

Now, Beijing is trying its 
best to control escalating 
food costs amid fears of 
social unrest. Consumer 
price inflation has also 
cooled down to an annual 
rate of 7.1% in June from 
7.7% in May. But with 
producer prices surging to 
an annual rate of 8.8% in 
June—the fastest pace of 
growth since the mid-1990s 
—the expectation is that 
the government will go one 
step further to ensure that 
these costs are not passed 
on to consumers. However, 
analysts considered that 
despite the current crises, 





double-digit growth is still 
expected for the full year. 


US Inflation: 
Fastest Surge in 17 
Years 


US inflation surged at its 
fastest pace in 17 years in 
June 2008, driven primarily 
by persistently rising 
energy prices and thereby 
compounding the 
stagflationary dilemma 
facing the Federal Reserve. 
Sharp surge in energy prices 
was the main driver of 
current price hikes, and 
were 6.6% higher in June as 
the cost of petrol, natural 
gas and heating oil in- 
creased. According to the 
current data by Labor 
Department, consumer 


prices were 5% higher than 
a year ago and rose 1.1% on 
a monthly basis. Federal 
Reserve Chairman, Ben 
Bernanke has cautioned 
that inflation worry has 
intensified recently and 
indicated that borrowing 
costs could be tightened 
further. In fact, FED is now 
caught in a monetary 
dilemma of stemming price 
rise while not putting the 
economy under serious 
strain. 

June’s annual inflation 
rise was the highest since 
1991, while the monthly 
jump is the sharpest since 
the aftermath of Hurricane 
Katrina in September 2005. 
The FED chairman said 
that inflation was too high 
and it was a key objective 
for the central bank to bring 
it down. Many analysts now 
anticipate that the FED 
may have to leave borrow- 
ing costs on hold, or even 
increase them, as it tries to 
steer a faltering economy 
through turbulent times. 
Similarly, at the same 
time, juxtaposed with rising 
inflationary pressures, the 
US economy faces a severe 
housing slump, a credit 
crunch and financial market 
turmoil, stemming from the 
collapse of the subprime 
mortgage market. According 
to the minutes of the Fed’s 
interest rate meeting in 
June, policy makers 
believed “the next change 
in the stance of policy could 
well be an increase” due 
to “upside risks to inflation 
and inflation 
expectations”.# 
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Global Stagflation 


GLOBAL 





A Looming Threat 





The global economy is of late experiencing eroding growth with bouts of 
inflation, raising fears that 1970s-like stagflation may return in the near 
future. While the magnitude of such a stagflation, if it occurs, may not be 
severe, it is bound to pose serious challenges to the global economy. 





e era of Goldilocks Economy— 
not too hot, not too cold, but just 
right—used to describe the be- 

nign US economy during the mid- and 
late 1990s, seems to have come to an 
end. ‘Stagflation’, a deadly combination 
of slow growth and high inflation, has 
now emerged as a possible threat to the 
global economy. In fact, the world 
economy has already entered into a pe- 
riod of financial turmoil, slow growth 
and heightening inflationary pres- 
sures—a harsh reality that poses uphill 
policy challenges to the international 
community. The persistent rise in the 
price of oil and commodities has bat- 
tered global industries severely and 
deepened fears of a worldwide inflation- 
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ary spiral—which has already provoked 
riots across Asia—as producers pass on 
higher costs to manufacturers and con- 
sumers. Added to it, the mighty US 
economy, which is going through a rough 
patch of declining growth with bouts of 
inflation and unemployment, is se- 
verely hampering the global output, 
thereby debunking the decoupling 
theory. 

And now, the global economy is 
clearly slowing, as the West is facing an 
adverse economic consequence of a ma- 
jor credit crunch and the Emerging Mar- 
ket (EM) economies are combating the 
threat of rising inflation. Apart from 
the US, a host of other countries, such 
as the UK, Japan, Spain, Portugal, Italy 
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and the Baltics, including the euro area, 
are experiencing recessions of varying 
magnitudes. Also, the forces of 3Fs— 
Fuel, Food and Financial speculators— 
are doing no good to the inflation expec- 
tations, particularly in the developing 
nations. The mounting inflation, 
coupled with signs of slowdown in the 
much fancied BRIC economies, has vir- 
tually poured water on the hopes of 
steady world growth, at least in the 
short-run. 

Now, the combination of declining 
growth and escalating inflation in the glo- 
bal economy has raised concerns among 
the economists and policy makers that 
1970s-like stagflation may be on the 
cards. In the 1970s, the world economy 
was caught in a dreadful spate of 
stagflation, and its impact was so awful 
that it created an existential crisis in the 
global economy, and even led many to in- 
fer that the world had reached its satura- 
tion of growth and prosperity. But subse- 
quently, the global economy made a re- 
markable recovery, though at the cost of 
15 years of slow growth, before it started 
scripting a shining saga of growth and 
prosperity. But again, since early 2008, 
symptoms of mild stagflation have 
started stirring the entire global 
economy, giving sleepless nights to the 
global leaders and policy makers. 


The two-headed monster 

The global economy has been enduring a 
period of financial doldrums and dissi- 
pating growth since mid-2007. The US 
and much of Europe were attacked by 
recession scars since the end of 2007; 
and by mid-2008, the situation exacer- 
bated with the recession contagion 
spreading across the globe, though at 
varying degrees. Britain’s economy grew 
by just 0.3% in the first quarter of this 
year, slower than expected, as the ser- 
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lem, especially in the US and the UK, is due to a faulty financial 





“The main prob 





system. The finan 
-financial institutions.” 


How do you see the current global economic situa- 
tion (mainly low growth and high inflation)? 
George Magnus: The global economy is 
clearly slowing as the West confronts the ad- 
verse economic consequences of a major credit 
crunch, and as EM nations confront the threat 
of rising inflation. For both groups of coun- 
tries, the trade-off between growth and infla- 
tion is changing, to the detriment of growth. 
SP Chakravarty: The problem is created by 
a combination of events that are not fully 
appreciated in political circles. There is too 
much talk about international oil prices, as 
if the problems in each country were due to 
forces outside the control of those who live in 
the country. This is misleading. The main 
problem, especially in the US and the UK, is due toa faulty 
financial system. The financial system has become unstable 
due to over-relaxed oversight of financial institutions. In the 
UK, and also in the US, the problem is compounded by a 
housing finance system which conflates the idea of living in a 
good house with the idea of owning a house. All manners of 
non-sustainable financial instruments have been developed 
to cater to the urge to own homes. A radical reform of the 





George Magnus 
Senior Economic Adviser 
UBS Investment Bank, London 





cial system has become unstable due to over-relaxed oversight of 


cians are loath to grasp the nettle. Else- 
where, but also in the UK and the US, insti- 
tutions need to be developed and expertise 
need to be built up for the supervision of the 
financial sector. The central banks no longer 
have the expertise that is needed because 
they have gradually been shorn of their su- 
pervisory powers. 2 


Do you think that global economy has started show- 
ing signs of stagflation? If so, how similar or differ- 
ent is it from the stagflation of the 1970s? 
George Magnus: The stagflation analogy 
with the 1970s is understandable, but incor- 
rect. We have nothing like the inflation of 
that period. Weaker labor institutions, low 
wage growth, absence of cost of living transmission in con- 
tracts, a banking crisis in the West, weak pricing power—are 
just a few of today’s distinctions. 

But as the trade-off between growth and inflatior 
changes, we shall have, for a while, less and more, respec 
tively. And for at least as long as it takes central banks 
around the world to dampen down the inflation risks. 

SP Chakravarty: Stagflation in the 1970s was created b; 
distributive conflict within industrialized countries amongs 


housing finance is needed in Britain and America, but politi- 


vice sector showed the weakest perfor- 
mance in more than a decade. In Japan, 
the world’s second largest economy, 
soaring oil and commodity prices have 
been dampening consumer spending, 
which in turn is threatening to derail 
the country’s modestly growing 
economy. Now this recession gale has 
gradually started to spread its ten- 
tacles across the globe and even ad- 
versely impacted the high-performing 
BRIC nations and painted a gloemy 
outlook for the world economy. 

In April, this year, the Washington- 
based World Bank, in its Global Devel- 
opment Finance report, has predicted 
that world economic growth will prob- 
ably decline to 2.7% this year from 3.7% 
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in 2007, thanks to rocketing food and 
energy prices and the subprime mess. 
The report further adds that, in the 
mighty US, the overall GDP is expected 
to grow at 1.1% in 2008, about half as 
quickly as in 2007, and in the euro area, 
output is expected to grow at 1.7%. In 
the same vein, the Paris-based, Organi- 
zation for Economic Cooperation and 
Development (OECD) foresees weak 
growth for most of its 30 members, 
which include the US, Japan and sev- 
eral European countries. 

The OECD think tank predicts eco- 
nomic growth of only 1.8% for the group 
in 2008. It projects the US economy to 
grow at 1.2% in 2008, and both the euro 
area and Japan to grow at 1.7%. The 


World Bank report has further adde! 
that developing countries should be les 
impacted, with their economies growin 
on average at 6.5% in 2008, down fror 
7.8% last year. This year, growth i 
China is expected to slow to 9.4% frol 
11.9%, and in South Africa from 5.1% 1 
4.2 %, and in India from 8.7% to 7.0%. 
In addition to the recession dev) 
scarcity of food, dramatic rise in 0 
price and other commodity prices ha‘ 
led to an inflationary situation, partic 
larly in the developing nations. Infl 
tion rate in the UK reached an 11l-ye 
high of 3.3% in May, which is well abo 
the official target inflation rate of 2 
Inflation rose to a record high of 3.7% 
the 15 countries sharing the euro 
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ifferent groups of workers, faced with the need for a short 
period to share the burden of tightening their belt following a 
sudden rise in commodity prices. What might have been a 
short period adjustment difficulties became a longer-term 
problem because of a lack of consensus within the society 
about how to share the burden, small in comparison to the 
size of the economy, of the commodity price shock. The situa- 
tion now is different, although there is an 
artificial similarity, in that commodity 
prices are rising. The problem now is due to 
an implosion of the financial system of coun- 
tries where the authorities have abdicated 
the responsibility for proper supervision of 
the financial sector. It will take time to re- 
build supervisory institutions and build up 
relevant expertise. 


oe are the factors responsible for this current 
situation? us 





What are the challenges the global economy is facing today? 
George Magnus: The major policy challenges for rich nations 
revolve around management of the economic slowdown that’s 
underway, while ensuring that inflation expectations are held 
in check, which they should as the former evolves. 


In EM, the big issue is inflation and the tightening of credit 


policies. This will slow GDP growth down—but a less bad alterna- 


tive to runaway inflation. Some countries, like 
India, that have large external deficits and vul- 
nerable currencies have additional risks. 
Together, rich and poor have to configure 
new policies to manage food and fuel trade 
(and fair prices for citizens), and a new mon- 
etary regime that allows for stronger EM 
currencies to appreciate. 
SP Chakravarty: Democracy. Globaliza- 
tion has rendered national governments 
powerless and decision makers are now 
unelected directors of multinational firms. 


George Magnus: The main thing about this SP Chakravarty However, globalization has also delivered 
inflation is its limited breadth, i.e., to food Professor of Economics greater aggregate prosperity. The challenge 
and fuel. In a way, this is a product of 21* Bangor Business School now is to reconcile the need for prosperity 
century globalization—in other words, a Bangor University with the need for democratic accountability. 


massive relative price shock between low- 
priced products from EM and the high re- 
source intensity effects on prices, resulting from the manufac- 
turing boom itself. 

This would be awkward enough but the inflation risks per 
se exist because of accommodative monetary policies, result- 
ing from restricted or zero exchange rate flexibility: the so- 
called Bretton Woods 2 system. So what we have is a mixture 
of a big relative price shock and overly easy credit policies, 
now mainly in EM. 

SP Chakravarty: Failure to heed historical lessons of the 


Gwynedd, Wales, UK 





How do you foresee the future of the global 
economy and what are your policy prescriptions? 

George Magnus: The outlook is for slower growth to endure 
through 2009 and possibly 20 10. The depth of the downturn is 
not as significant as the duration. But of course, a sharp con- 
traction in growth would be additionally damaging. By the 
end of it, commodity prices and inflation will have subsided— 
at least temporarily. 

SP Chakravarty: We have to pay much greater attention to 
the need for accountability of those in power, whether in cor- 
porate boardrooms or in cabinet meetings. 


My vulnerability of unsupervised lending. 


May, and economists expect it may rise 
further in the coming months. According 
to government sources, in Japan, the 
core inflation rate surged to a decade 
high of 1.5% in May, driven by surging 
energy and food prices. 

Inflation in China, in recent times, 
has recorded a 12-year high. This has 
sounded alarm bells across the globe, 
as chances of China exporting inflation 
across the world have intensified. 
Singapore’s inflation rate remained at 
a 26-year high of 7.5% in May. But 
economists cautioned that the rate 
could still climb if global price increases 
for fuel and food continued. According to 
Central Bank of Russia, inflation in the 
country in 2008 may reach 12%, which 
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is well above the government's target. 
And in India, inflation moved up to 
11.42% in the second week of June, the 
fastest in the last 13 years. With the 
soaring food and fuel prices, inflation 
also skyrocketed in emerging nations 
such as Vietnam, the Philippines, 
Ukraine, Turkey, South Africa and In- 
donesia in recent months. 


Raison d'etre 

Since 2007, there had been speculation 
of a possible recession starting in the 
late 2007 or early 2008. The loose mon- 
etary policy adopted by Fed in the after- 
math of the 2000-01 recession and the 
easy lending policy by the US financial 
institutions, sometimes in exotic deriva- 


tive products, had led to the anticipation 
of a possible recession. And this year, in 
the US, GDP has grown at a meager rate 
of 1.2%. Unlike the earlier trend, this 
growth can chiefly be attributed to the 
rise in net exports (due to depreciation of 
dollar) rather than to domestic demand. 
Resultantly, from being a locomotive of 
growth to the rest of the world, the US 
has become dependent on growth else- 
where, which has somewhat dwarfed the 
prospects of strong global growth. 

On the other hand, oil prices have 
roughly quintupled since 2002, anc 
reached a staggering new record of more 
than $140 per barrel in end June 
mainly due to strong global demand ir 
excess of supply. World grain price; 
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have also doubled in the past year. And 
climatic shocks, such as-drought in Aus- 
tralia and Europe’s heat waves, have 
further worsened the situation by add- 
ing fuel to the inflationary fire. Further, 
rising demand frem emerging markets 
such as India and China has pushed up 
food and energy costs, stoking inflation 
pressures and putting central banks on 
tenterhooks. According to OECD esti- 
mates, the recent rise in the relative 
real price of oil has lowered steady- 
state output by 4% in the US and 2% in 
the eurozone and lowered potential 
growth, in the medium-term, by 0.2% 
points and 0.1% respectively. This is in- 
deed significant: in the case of the US, 
the decline in the growth of potential 
output must be at least 10% of poten- 
tial growth in output per head. In the 
more advanced emerging economies— 
and particularly a fast-growing indus- 
trializing economy such as China—the 
reduction in the potential rate of growth 
may well be greater still. 


Growth-inflation riddle 


The current inflationary situation has 
not been caused by overheating of the 
global economy, but by fuel, food and fi- 
nancial speculators. So it may not be 
wise to resort to interest rate hikes to 
combat inflation. Instead of checking 
inflation, the rise in interest rate could 
throw the economy into recession. As 
cost of money rises due to rise in infla- 
tion, growth will stall, and inflation, 
rooted in 3Fs, will continue to rise. The 
problem is now deep and widespread. 

The US Federal Reserve, the Bank 
of England and the European Central 
Bank have also started cutting interest 
rates in the wake of subprime crisis, 
even though they are now signaling a 
rise. But this may jeopardize the 
growth prospects of their economies 
with no respite on the inflation front. Fi- 
nance ministers acress the globe are 
also at deep sea and tinkering with du- 
ties and tariffs to no real effect. 

The problem is now beyond the orbit 
of monetary and fiscal authorities. Mon- 
etary and fiscal policy alone can now do 
little to curb the deeper structural prob- 
lems causing today’s inflation. In the 
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food and fuel markets, demand is ex- 
ceeding supply, raising prices. And fi- 
nancial speculators are leveraging the 
situation, thereby raising prices further. 
The solutions to these problems are ob- 
vious, though complex: lower fossil fuel 
consumption, raise food production, curb 
excessive speculation, stimulate invest- 
ments, incentivize capacity addition, 
nudge productivity increase and adopt 
sustainable technologies. 


Return of 1970s-like inflation? 
Now, the one question that has cropped 
up among the policy makers is whether 
the global economy is heading towards 
1970s-like stagflation. Many economists 
argue that the current period differs from 
the 1970s. Though both periods saw en- 
ergy and commodity prices soar and the 
dollar dwindle, back then in the 1970s, 
lax Fed policy was the main culprit— 
since inflation generally results when the 
supply of money exeeeds demand. 

Today, although the Fed has its crit- 
ics, yet the key measures of the money 
supply appear to be in better control. 
Moreover, at that time, attempts by 
workers in developed countries to main- 
tain their real wages in the face of rising 
costs of living had led to inflationary 
spirals and economic volatility, and the 
depressed investor expectations had 
caused the real output and employment 
to stagnate. On the other hand, today’s 
inflation is mainly imported through 
higher fuel and food prices. 

Though many economists are now of 
the view that there is little chance that 
the global economy could face 1970s- 
like inflation, there certainly lies many 
uphill challenges for the global economy 
to surmount and ensure long-run 
growth and prosperity for the world 
economy. Now the world is running 
short on energy, food and water, and at 
the same time battling serious environ- 
mental crisis. 

Some experts opine that the world 
economy is now encountering more seri- 
ous resource constraints than in the 
1970s. The 1970s stagflation was sur- 
mounted at a high cost of 15 years of glo- 
bal slowdown. And by the mid-1980s, 
the world economy returned to lower in- 
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flation and stronger growth, which has 
again started to breed resource opty 
mism across the globe. This new-found 
resource optimism led to unmindful and 
indiscriminate usage of scarce global re- 
sources, which has ultimately created 
havoc in the global environment, thereby 
seriously jeopardizing the future growth 
prospects of the global economy. 


Technology is the key 

So at this crucial juncture, what is re- 
quired for sustained growth of the world 
economy is a comprehensive, coherent 
and unanimous national and global 
technological policy framework to ad- 
dress the critical needs on the food, en- 
ergy, water and climate fronts. Massive 
public as well as private investments 
are needed to promote sustainable 
technologies. In fact, there is no dearth 
of ideas. But only indomitable commit- 
ment, political will and amity can en- 
sure their timely development, demon- 
stration and diffusion. For example, so- 
lar power has the potential to meet the 
global energy requirements. 

Hybrid automobiles with advanced 
batteries, green buildings, carbon cap- 
ture, cellulose-based ethanol, safe 
nuclear power, and countless other tech- 
nologies on the horizon can come to the 
rescue of a world that is in the grip of 
growing energy demands, increasingly 
scarce fossil fuels and rising threats of 
human-made climate changes. As for 
food supplies, new drought-resistant 
crop varieties have the potential to bol- 
ster global food security in the face of an 
already changing climate. New irriga- 
tion technologies can help impoverished 
farmers move from one subsistence crop 
to several high-value crops year round. 

So it will be new technologies, de- 
ployed quickly and on a global scale, 
that will cure the energy and food prob- 
lems and help sustain economic devel- 
opment globally. Let us hope that in the 
years ahead, technological develop- 
ment, with both public and private par- 
ticipation, would become a core part of 
our national and global prosperity.s= 


— Y Bala Bharathi and Sanjoy De 
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Much of Uncle Sam’s attention is focused on immediate economic matters, 
in particular, on the declining economic condition for low-income 
households, homeowners and consumers as well as on investors suffering 
from sharp Wall Street decline, businesses suffering from declining sales 
and profits, and financial institutions of all kinds with problematic portfolios 


and declining markets. 


— Ross Gittell 


James R Carter Professor, University of New Hampshire 


he US economy is at a critical 
juncture. It has had low growth 
relative to the world average and 
many other nations since the 2001 reces- 
sion; and there are signs that the long 
period of improved economic well-being 
passed from one generation of Ameri- 
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cans to the next might be over. A key for 
the nation to ensure that forthcoming 
generations have improved economic 
status is to have strong performance in 
international markets, however, there 
are indications that this may not be the 
case in the next few years and beyond. 


While still the largest economy in 
the world, accounting for over one-quar- 
ter of global economic activities—the 
US’ leadership position is in decline. 
The nation’s share of the world’s 
economy has declined approximately 
5% since 2001, while the shares of Bra- 
zil, India, Russia and China (BRIC na- 
tions) have been increasing at acceler- 
ating rates. 

The US’ share of worldwide gross 
product—US Gross Domestic Product 
(GDP) as a percentage of World Gross 
Product—declined from just under 32% 
to 27% from 2001 to 2006. During the 
same period, the BRIC nations’ com- 
bined share of worldwide gross product 
increased from 8.3% to 11.6%. China 
had the biggest increase of any nation 
—from 4.2% to 5.5%. 

In terms of growth in real GDP from 
2001 to 2006, the US economy’s 16% 
growth was well below the leading per- 
formers—China at over 60%, India at 
45%, Russia 37% and Ireland 28% 
(United Nations, Statistics Division, 
2008). The significant differentials in 
growth also hold true when real GDP 
growth per capita (person) is considered. 
This is with low growth in population in 
the US compared to the world’s fastest 
growing economies. (The US population 
since 1980 has grown at a rate one-third 
below the worldwide average and half 
the rate of India and other high growth 
nations). In real GDP growth per capita 
from 2001 to 2006, China grew over 50%, 
Russia by over 40%, India by over 33% 
and Ireland by over 17%, while US grew 
by less than 10%. 

Given the relatively low internal 
growth compared to other nations, the, 
US economy must globalize and it has 
been. This is reflected in the increasing 
exports and imports and until 2001 
also increasing foreign direct invest- 
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nent, both overall and also on a per- 
lentage basis of US GDP. However, the 
\ation’s connections to the world 
xconomy have been lower as a propor- 
ion of the overall economy, and growing 
nore slowly than the BRIC economies 
and many of the leading European 
aconomies. For example, from 2001 to 
2006 exports from China grew over 
250%, from India 230%, from the UK 
170%, from Brazil 160%, while it grew 
less than 30% in the US. Foreign Direct 
Investment’s (FDI) role in the US 
economy also lags behind other nations. 
The most recent figure has the flow of 
foreign investment into the US as per- 
centage of GDP at 1.3%. This is half the 
‘worldwide average and well below other 
Western economies such as Ireland and 
the UK at 5.9%. US FDI investment 
overseas as percentage of GDP is also 
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Today, appropriately so, much of the 
nation’s attention is focused on imme- 
diate economic matters, in particular, 
on the declining economic condition for 
low income households, homeowners 
and consumers as well as on investors 
suffering from sharp US stock market 
decline, businesses suffering from de- 
clining sales and profits, and financial 
institutions of all kinds with problem- 
atic portfolios and declining markets. 
Front and center in this year’s Presiden- 
tial contest are issues such as how to 
address rising unemployment, how to 
reduce the number of home foreclosures, 
how to secure financial institutions and 
how to restore the confidence of US con- 
sumers and investors. 

American consumers, who had in 
many respects kept the US economy 
growing in the early 2000s, are now in 


The US economy is suffering from weakened 
consumer spending as a fallout of financial and 


credit markets crises. 


well below the worldwide average, 1.6% 
compared to 2.5% worldwide. And the 
US is not catching up but falling further 
behind in FDI relative to other nations. 
Y From 2001 to 2006 inward FDI flow de- 
clined about 3% in the US as a result of 
increased restrictions on foreign invest- 
ment, imposed after the terrorist at- 
tack of September 11, 2001. This is 
while worldwide flows of FDI increased 
about 60%. 

The US economy’s recent slow 
growth overall and in exports and for- 
eign direct investment post-2001 is fur- 
ther clouded by current conditions. 
Most indications are that the US is on 
the verge of, if not already in, economic 
recession. The US economy is suffering 
from weakened consumer spending as a 
fallout of financial and credit markets 
crises. The latter was instigated in the 
late 1990s and early 2000s by loose 
credit standards in the housing credit 
market at the end of a long US housing 
market boom. 
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peril. In an April 2008 Gallup poll sur- 
vey of a representative sample of resi- 
dents, 42% of Americans said rising gas 
prices at the pump are at a ‘crisis’ point, 
29% pointed to the declining value of 
the dollar as at a crisis point, 28% to 
rising healthcare costs, 28% to the 
housing debacle and 20% to each of the 
following: rising food prices, declining 
real wages and job losses. 

The real wages and incomes for 
many working households have been 
flat, unemployment is on the rise, and 
prices of gasoline and many basic food 
items and commodities have had 
double-digit increases over the past 
year. Inflation adjusted median 
weekly wages for US workers in- 
creased by just 0.3% from 2000 to 2007 
compared to a 7.7% increase from 1989 
to 2000. The US unemployment rate 
has risen from 4.6% of the labor force a 
year ago to 5.5%, and the number of 
unemployed has increased over 20%; 
and both the unemployment rate and 


numbers unemployed are expected to 
increase over the next year. Addition- 
ally, US households and consumers 
have been squeezed by declining asset 
values and wealth. Since November 
2007, US stock prices have declined 
over 20%, and housing prices nation- 
wide have dropped about 15% over the 
last 12 months. Add to this, the rising 
medical costs—now accounting for 
nearly 20% of the national economy; 
naturally, many US households have 
been forced to cut back spending and 
make difficult decisions about how to 
conserve gasoline and energy use, 
what medical care they can and cannot 
afford, and how to pay for their 
children’s college education and their 
own retirement. 

Associated with declining house- 
hold confidence and a declining 
economy are rising federal government 
costs and declining tax revenues. The 
US federal government budget deficit 
is now (2008) over $400 bn. President 
George W Bush inherited a budget sur- 
plus from President Clinton in 2001, 
but recession and the cost of a war on 
terror quickly produced a deficit. The 
US deficit reached $412 bn in 2004. 
Then, revenue —particularly from cor- 
porations—increased and reduced the 
deficit to $163 bn last year. Now the 
revenue gains are being lost with the 
economic slowdown and federal gov- 
ernment spending increase, including 
spending on economic stimulus pro- 
grams and the continuing costs of the 
war in Iraq. Still a $400 bn deficit is 
less than 3% of the nation’s GDP. (The 
post-World War II peak was 6% in 
1983.) While the deficit should decline 
as the US economy is bound to improve 
after 2009, and as tax revenues in- 
crease, rising long-term federal govern- 
ment costs for healthcare (Medicaid 
and Medicare) and retirement (Social 
Security) will most likely drive it back 
up again. 

The US deficit and weak economy 
have also affected the value of the dol- 
lar. The US dollar has declined more 
than 40% in value over the last six 
years, when a euro was only worth 87 
cents compared to early July 2008 when 
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it was worth $1.58 (Source: Federal Re- 
serve Bank of New York, Historical Ex- 
change Rates). Much of the decline, 
about 15% of the 40%, has been over the 
past year. 

Further, weakening the value of the 
dollar is the rapidly growing US federal 
debt, now over $9 tn. This is influencing 
foreign investors and is why investors 
worldwide may continue to move out of 
dollar-denominated investments. 
While the declining value of the dollar 
encourages foreign direct investment, 
including a recent wave of foreign pur- 
chases of US ‘name brand’ companies— 
for example, InBev’s (Belgium-based) 
purchase of Anheuser-Busch’s in a $52 
bn agreement in July 2008—the in- 
creasing US federal debt and its impact 
on global investor confidence in the US, 
combined with the nation’s relatively 
slew population, labor force and eco- 
nomic growth may discourage the inflow 
of foreign direct investment and slow 
down the globalization of the US 
economy. 

As the value of the dollar declines, it 
can make US investments more attrac- 
tive. It also makes US produced goods 
cheaper and more competitive when 
compared to foreign produced goods. 
This helps increase US exports and 
benefit US manufacturers, which is 
good for the economy. However, it also 
increases inflation, as the prices of im- 
ported goods increase. This is especially 
true for oil, which is priced in dollars. Oi] 
producing countries will keep raising 
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The High Price of (Non-petroleum) Imports 
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the price of oil to maintain profit mar- 
gins in their local currency. 

Slow growth since 2001 and the im- 
mediate concerns in US financial, hous- 
ing and consumer markets are shadows 
of the longer-term economic challenges 
that will need to be addressed to ensure 
the future economic competitiveness 
and prosperity of the US economy. The 
main challenges include: sustaining glo- 
bal leadership in high value-added and 
wage activities—such as knowledge- 
based and high technology industries, re- 
ducing the demand for high cost im- 
ported energy and ensuring an adequate 
labor force with an ageing and relatively 
slow growing population, and also with 
restrictive immigration policies. 
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Even with all the long-term chal- 
lenges and the current ‘bad news’ about 
the US economy, the US continues to 
lead the world economy. Its gross do- 
mestic product was estimated at $13.8 
tn in 2007. The US economy maintains 
a high level of output per person with 
GDP per capita, $46,000 in 2007 
(ranked within the top 10 highest by 
most sources). Still an increasing pro- 
portion of the rest of the world is catch- 
ing up with the US economy. The nation 
must build on existing strengths and 
improve openness and activities in the 
global economy—including two-way Y 
flows of investment, technology devel- 
opments and people—to maintain its 
global economic advantage. 

The US economy has been resil- 
ient in recovering from previous reces- 
sions and has maintained a long-term 
stable overall GDP growth rate, a low 
unemployment rate, and high levels of 
research and capital investment. 
Most likely, after the current eco- 
nomic malaise, the nation will enter a 
period of moderate economic growth, 
albeit with growth rates lower than 
the strongest performing economies. 
And for many US households this may 
result in a new reality, with declining 


economic prospects for the next ^ 


generation.s 
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The need of the hour for the world’s largest economy is a mixture of 
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synchronized remedies to prevent maximum damage. 
~ Andrew J Sherman and Kartikeya Tanna 


Partner and Law Clerk, Dickstein Shapiro LLP US 





| word around the globe is that 
the world’s largest economy is in 
distress, experiencing a wide va- 


riety of illnesses, from stagflation to 
possibly recession. Indeed, the prob- 
lems with the US economy are signifi- 
cant, and it is not an exaggeration to say 
that the country needs sound and strong 
policies to ameliorate the impact. At 
the same time, it requires strength and 
resilience from the authorities, institu- 
tions and general public. The variables 
leading to the current condition of the 
patient will be covered at some point of 
time; how bad its remnants are, will de- 
pend on resilience and the willingness 
of the powers that be to develop and en- 
force new strong policies. 

The US economy has been astound- 
ingly and consistently strong for over 100 
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years, with a few notable exceptions. 
With the advantage of vast natural re- 
sources, the enterprising spirit of Ameri- 
cans and strong commitment to scien- 
tific and medical research and technol- 
ogy, the US has reached enviable heights 
when compared to the rest of the world. 
But 2003 to 2007 was a period of danger- 
ous ‘excess’-—be it incconsumer spending, 
the purchase of more than one home for 
investment purposes, or greed of inves- 
tors in the financial markets. These ex- 
cesses changed consumer behaviors, ex- 
pectations and perceptions in a negative 
fashion, leading to lower savings rates, 
trade deficits and an overleveraged 
American household. 

At the epicenter of the challenges to 
the US economy is its huge current ac- 
count deficit, in particular its external 
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deficit situation and its net debtor posi- 
tion. According to a report from the Bu- 
reau of Economic Analysis, in the first 
quarter of 2008, the deficit reached 
$176.4 bn, exhibiting an increase from 
the four quarterly periods in 2007. The 
annual deficit accounts for about 7% of 
the Gross Domestic Produet. In the ab- 
sence of US fiscal adjustment and a fur- 
ther correction of the dollar, the current 
account deficit is headed to $1.3 tn by 
2010 (8 to 8.5% of GDP) and net US for- 
eign liabilities to over $8 tn (50% of 
GDP). So, what is required on an immi- 
nent basis to cover the deficit? The US 
has to attract capital inflows of the 
amount that represents the deficit from 
other countries, since the most signifi- 
cant risk emanating from external defi- 
cit and foreign debt is the potential re- 
duction of foreign capital inflows when 
the US needs more of them. This would 
lead to an immediate decline in the ex- 
change rate of the dollar, pushing up the 
price of imported goods and services, 
and possibly raising interest rates. 
This cyclone will potentially engulf the 
equity and housing markets because oi 
inflationary pressures due to dollar de- 
preciation and a severe stagflation— 
sluggish economic growth and high in. 
flation will become inevitable. It is this 
alarming possibility of a severe impact 
on these areas of the economy that re 
quires a collective, collaborative anc 
synchronized effort on the part of the 
administration, in particular the for 
eign policy department, the Congres: 
and the US Fed, to get the economy back 
on track. The evacuation, damage-con 
trol and remedial responsibility are no 
simply of the Fed, even though it plays ¢ 
significant role. 

The cyclone that has shaken the Ut 
may not have directly led to the declin: 
in the weakness of the dollar, but it ha: 
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triggered a shift in strategic and market 
focus on other emerging currencies in the 
rapidly developing economies of the 
world—referred to as the BRIC econo- 
mies. Investment opportunities, a 
gradual to sudden opening up of markets 
and sectors for foreign investors, increas- 
ing prominence in world trade and cur- 
rent account surpluses against the US 
have made these economies a force to 
reckon with. Moreover, possession of 
huge dollar denominated assets by 
China, for example, has created a situa- 
tion where the US economy is not en- 
tirely what it was once—‘“the locomotive 
that pulls the train”. Rather, key deci- 
sions for the US economy are now taken 
keeping in mind these emerging econo- 
mies that are affected. In February 2007, 
the US got a reminder of the threat 
China posed, when a leading Chinese 
economist, the director of the state- 
owned National Economic Research In- 
stitute, recommended publicly at the 
World Economic Forum that China 
should sell its huge US public debt in the 
form of treasury security in the world 
market because interest rates were too 
low. It can definitely be said that while 
earlier the US economy influenced the 
world, the world influences the US 
economy today. However, the emergence 
and prominence of BRIC economies can- 
not and should not be over-glorified with- 
out reference to the impact on them due 
to the troubles with the US economy. For 
example, an appreciation in the curren- 
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cies of these economies will increase the 
cost of exports to the US. 

There is a general inflationary pres- 
sure that has engulfed the BRIC econo- 
mies. While the nature of such pres- 
sures is more ‘demand-pull’, i.e., due to 
the boom phase and economic overheat- 
ing, the demand has risen to a large ex- 
tent spiraling prices up, central banks 
in these economies shall have to inter- 
vene to control the supply of money into 
the economy to control inflation. This 
will cause a slowdown and sluggishness 
in the growth of these economies at a 
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of cash available in their hands, and 
not by the number of credit cards in 
their wallet. Capital expenditures can 
no longer be financed by home equity 
lines of credit, especially if the equity 
is upside down and the credit has dried 
up. Domestic savings must increase to 
an extent necessary to fill in the deficit. 
Indeed, the dilemma that the country 
faces is that this is a time when the 
economy needs stimulation and, there- 
fore, the Fed has reduced the interest 
rates in order to encourage consumer 
spending. An ideal mix should be at- 


It can definitely be said that while earlier the US 
economy influenced the world, the world influ- 
ences the US economy today. 


time when inflation is on the rise. This 
is a significant phase for BRIC econo- 
mies, and their ‘glory’ in the near future 
depends on how effective their mon- 
etary and fiscal policies are. 


Looking forward to the future 

What the US needs now is a mixture of 
synchronized remedies to prevent 
maximum damage. The financial in- 
discipline reflected in budget deficits 
must give way to a disciplined system. 
This discipline must extend to the con- 
sumers who need to make critical pur- 
chasing decisions based on the amount 
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HE Developing Economies 


tained so as to channel a phased sav- 
ings and spending scheme. Creation of 
trade barriers should not take place to 
respond to the current account deficit. 
The current account deficit also com- 
prises of trade deficit reflected by the 
difference between net imports and net 
exports. Such problems need macro- 
economic solutions like exchange rates 
and a phased and careful devaluation 
of the dollar to increase exports; but 
trade barriers will create the unneces- 
sary problem of discouraging world 
trade. 

The key for the US economy is to ap- 
preciate and understand the disasters 
that have hit its stability due to various 
factors. However, the approach to deal 
with these problems is the same—effec- 
tive damage control and patient re- 
building of the economy. The success of 
any new economic policy by the new 
President will be measured by how 
much damage it can control and how 
smoothly it can go through the after-ef- 
fects. The resilience that Americans 
have always shown will be a major fac- 
tor in rebuilding and refocusing the 
world’s largest economy, so that it can 
serve as a leader and source of resources 
for its trading partners.« 
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The world’s second largest economy has not slowed to an extent 
comparable to the US or other major economies. However, Japan’s 
sustained economic growth depends on how its major trading partners fare 


in the days to come. 


fter a decade plus struggle to 
overcome deflation and reces- 

ion, the Japanese economy is 

again facing concerns. Now, its export- 
led recovery is vulnerable to the global 
economic slowdown. The economic out- 
look is dim with weakening exports, dis- 
appointing industrial output and lower 
corporate profits. As predicted by 
OECD and IMF, the economies of many 
nations would slow for the second con- 
secutive year in 2008, since the global 
economy is shadowed with a cloud of 
fragile circumstances, caused by a 
range of factors like the escalating un- 
certainty over the future course of the 
BUS and European economies as a result 
sof subprime crisis and soaring crude oil 
waprices. This is what exactly happening 
wefor the world’s second largest economy. 
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Increasing inflationary pressure 

Japan’s post-war economy has crossed 
several ups and downs to become a pow- 
erful economy. Talking of the current 
situation, real GDP growth accelerated 
to 0.8% quarter on quarter in Q1 of 
2008, from 0.6% in the previous quar- 
ter. Japan’s economy grew at an annual 
4% rate in Q1. The external sector was 
undoubtedly the leading driver of eco- 
nomic development in the first quarter. 
Exports of goods and services rose by 
4.5% compared to the previous quarter 
and by 19.5% in annualized terms, the 
fastest pace of growth in four years. 
However, the overall outlook for the 
Japanese economy remains gloomy. 
Business sentiment is low against slug- 
gish public and private investment and 
high inflation—the main forces that are 
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dragging the economy down. More re- 
cently, the US-led slowdown has 
started affecting the export sector of 
Japan severely. Seasonally adjusted 
unemployment hit a seven-month high. 
The number of new job offers has been 
falling. 


Companies’ woes 

Owing to the soaring commodity and oil 
prices, many Japanese manufacturers 
are quite distrustful of the outlook for 
the country’s future export-led growth. 
Exports to the US, Japan’s largest over- 
seas market have fallen significantly. 
High oil and commodity prices on the 
one hand and slowdown in the US mar- 
ket on the other have squeezed their 
profit margins. A Finance Ministry re- 
port indicates that the corporate earn- 
ings fell at the steepest pace in the first 
quarter of 2008, since Japan came out 
from a decade-plus recession. Fading 
demand at home as well as abroad is 
forcing companies to cut their invest- 
ment. Japan’s corporations may record 
a second year of declining profits this 
year. Business investment in Japan is 
almost flat. According to a Bank of Ja- 
pan short-term business sentiment sur- 
vey (Tankan), planned-business invest- 
ment in the fiscal 2008 is supposed to go 
down for the first time in six years for the 
large manufacturing companies. Wan- 
ing corporate profitability would lead to 
a possible deterioration in the labor 
market over the short-term. Sustained 
recovery in wage growth may not be pos- 
sible since there is growing uncertainty 
about the expansion of Japan’s export 
sector in the near future. As a result, de- 
mand for labor is gradually softening. 


Waning consumer confidence 
Consumer confidence recently fell close 
to a record low because of the rising gaso- 
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“A sizeable recession in the US would then have to affect Japan directly through a 


reduction in its US trade and 
economy.” 


In the light of the global credit crunch and soaring 
crude oil prices, how do you see the current eco- 
nomic scenario of Japan? 

The Japanese economy has been a bit buff- 
ered from the direct influence of these two fac- 
tors. Japanese banks largely kept away from 
the more risky financial instruments that 
have created such problems for so many other 
institutions. This seems to have been a reac- 
tion to the excesses that were common during 
Japan’s ‘bubble period’ in the late 1980s. 

As always, Japan is vulnerable to oil price 
increases, since almost all the oil used has to be imported. 
However, this does not seem to be translating into any serious 
inflation difficulties, Part of the price increase has been coun- 
tered by the stronger yen against the dollar priced oil imports. 
Japen is also a bit better at instituting energy conservation 
measures than many Western economies. Given the stagnant 
wage levels, there seems no evidence that these price increases 
are leading to any noticeable wage push pressures, 


Are you of the opinion that the business cycle of the Japanese economy 
is badly affected by the fluctuations in the international economy, 
particularly the US? 

Since 2003, Japan’s economy has largely been led by its for- 
eign trade (especially, with China) and business investment 
linked to this export trade. Japan’s two biggest trading part- 
ners are China and the US. A sizeable recession in the US 
would then have to affect J apan directly through a reduction 
in its US trade and also indirectly via China’s dependence on 
the US economy. 


What, according to you, are the tough challenges before the government to 
enhance the service sector in Japan to uphold the economic expansion? 

Traditionally, the service sector has been highly protected 
and largely non-competitive. It has been used in the past to 
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also indirectly via China’s dependence on the US 


provide employment with limited regard for 
efficiency. To open up this sector to more 
competitive forces would be politically diffi- 
cult given the predictable vested interests 
that would try to impede any major changes 
in this sector, 


Economic Studies 
Macquarie University, Australia 


Is a reform in tax system an urgent priority for 
promoting fiscal sustainability and growth? 

This is perhaps not the most urgent priority 
for Japan. After all, a growing economy would 
insure a steadier flow of tax revenue. However, 
given the large exemptions for personal income tax and the fact 
that Japan has one of the lowest rates of taxation amongst 
OECD countries it seems inevitable that the consumption tax 
will have to be raised. One of the problems is when to do so, Given 
the fragile nature of domestic demand, such a move would not 
only be politically very unpopular but economically unwise. The 
prime focus needs to be on boosting domestic demand and only 
then increasing the consumption tax. 


Other issues... 

Japan is facing the onset of a skilled labor shortage. Not only 
is the number of younger workers decreasing, but they tend 
not to be as well-trained as in previous generations. Much of 
this result can be traced to Japan’s decade of slow growth 
starting in 1992, More young graduates were forced to resort 
to part time or temporary jobs and never received sufficient 
on-the-job training. In the past, skills were essentially 
learned at work rather than at school. Just when Japan’s 
demographics seem to demand more productive workers, it is 
facing the danger of having to make do with less trained ones. 
Perhaps, this will finally spur the government to allow more 
skilled immigrants to move to Japan. However, Japan would 
still have to compete with other economies that are also in 
need of the same type of migrants. 


line and food prices that weakened the 
spending power of the Japanese house- 
holds. The synthetic consumption index, 
a demand-side indicator remains al- 
most flat. As per the Cabinet office re- 
port, this sentiment index dropped to 
32.9% in May from 35.2% in April. It was 
the lowest since December 2001. Fur- 
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thermore, the country now experiences a 
decade-high annual consumer inflation. 

Until 2007, Japan had to fight 
against deflation. Now, the focus has 
shifted to controlling inflation. The core 
consumer price index rose 1.5% in May 
from the corresponding month last year. 
It was the largest annual inflation in- 


crease since March 1998, According to 
Takehiro Sato, Chief Economist, Mor- 
gan Stanley in Tokyo, inflation in J apan 
is headed even higher. The core CPI 
could hit 2% later this year and might 
even reach 2.5% by April 2009. Con- 
sumer sentiment would be further di- 
minished by a commodities-driven in- 
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crease in overall inflation. This infla- 

ion resulted in a plunge in household 
spending, as the job market stagnated. 
Household spending in May, according 
to the Ministry of Internal Affairs 
and Communications, slipped 3.2% 
from the previous year to an average of 
¥288,128 ($2,692). Hiroko Ota, Japan’s 
Economic and Fiscal Policy Minister 
says, “Rising oil and commodity prices 
are pushing up costs, which is damaging 
corporate profits and consumer senti- 
ment.” 


A gloomy picture 

Together with weak household spend- 
ing, the Japanese merchandise trade 
~ surplus fell for the third straight 
month in May due to weaker demand 
in the US and the EU. Imports regis- 
tered unexpectedly higher than ex- 
ports. Recent data suggests that the 
surplus came in at 365.61 bn yen 
($3.39 bn) in May, down 7.6% from a 
year earlier. Exports to the US fell 
9.5%, marking the ninth straight 
month of decline. Exports to the EU fell 
1.1%, the first fall in 31 months, as the 
region showed signs of slowing down. 
According to the Finance Ministry, the 
overall imports rose 4.4% to 6.44 tn 
yen in May 2008. Crude oil imports 
mounted 53.4%. Imports of other com- 
modity products also increased due to 


% rising prices, with imports of coal 


jumping 47.4% and liquified natural 
gas up by 21.1%. The deficit in services 
account has been flat. 


_ Japan Household Spending 


(monthly, year on year % change) 
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The most worrisome factor that is 
dampening the growth of Japan’s ex- 
ports is the strengthening of yen. Many 
exporters are predicting profits by as- 
suming an exchange rate of around 
¥105:$1 in the 2008-09 fiscal year. Ac- 
cording to the Economist Intelligence 
Unit’s forecasts, the yen will average 
¥100.8:$1 in 2008, before strengthen- 
ing further to ¥96:$1 in 2009. Now it is 
realized that if the yen stays around or 
slightly stronger than ¥100:$1, profit 
growth and corporate sentiment will 
weaken further. 


Challenges ahead 

The central bank, which reviews its 
semi-annual outlook report on the 
economy and prices every three months, 
warns that the Japanese economy faces 
greater downside risk, as higher energy 
and material costs are eroding corpo- 
rate income and the purchasing power 
of the household. The sustainability of 
economic expansion in Japan typically 
depends on how the government policies 
hold up consumer and corporate senti- 
ment in future. Augmenting govern- 
ment revenue to stabilize public debt is 
a major challenge before the govern- 
ment. A reform in tax system would be 
an effective policy tool to reduce the in- 
come inequalities and enhance the local 
government tax system. 

According to OECD, labor productiv- 
ity growth in the service sector, which 
accounts for 70% of the country’s output 
and employment, has slowed amaz- 
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ingly in recent times. Hence, boosting 
the productivity of the service sector ap- 
pears as a key challenge before Japan. 
Reversing the deceleration in the pro- 
ductivity growth in service sector is 
highly crucial for enhancing the growth 
potential of Japan. Eliminating entry 
barriers, accelerating regulatory re- 
form, upgrading competition policy and 
reducing barriers to trade and FDIs are 
the major steps that should be taken by 
the government. Furthermore, labor 
market reform is the need of the hour. 


Outlook 


For revitalizing the economy, the Japa- 
nese government has initiated several 
major steps to keep up the growth me- 
mentum. A wide range of structural and 
regulatory reforms have already been 
employed successfully. However, both 
the government and the Bank of Japan 
are required to carry out policies with 
regard to macroeconomic management 
in order to ensure sustained economic 
growth. While the Bank of Japan ex- 
pects the economy to slowdown only for 
a short-term before coming back to a 
moderate growth path later this year, it 
has also shown its anxiety over the fu- 
ture uncertainty which is large because 
of unrelenting concerns over the health 
of western banks. Besides, given the 
slow output growth, the bank of Japan 
has aptly kept its short-term policy in- 
terest rate untouched at 0.5% since 
February 2007, the lowest in the devel- 
oped world. The central bank has em- 
phasized price stability under the new 
monetary policy framework introduced 
in 2006. However, experts opine that 
Japan requires upholding and further 
improving upon its growth policy, focus- 
ing on the supply side and applying 
measures that help recover productivity 
and enhance the labor participation ra- 
tio. Even though Japan’s growth will 
gain steam with rising exports once the 
US economy picks up, the government 
has to attend to some of the domestic 
factors which can encourage further eco- 
nomic growth.s 


— N Janardhan Rao and Siba Prasad Pothal 


Reference # 01M-2008-08-05-01 


| August 2008 | 25% 


December 21, 2008 
(9.30 am -12.00 noon) 
at 143 test centers. 


IBSAT is the Aptitude Test for the aspirants 
seeking admission to the Programs at IBS 
Campuses. GMAT® scores are also 
accepted. 


IBS is commitied to excellence in research 
and teaching and has been consistently 
ranked among the top 10 B-schools in India. 


Since its incepton, IBS has a track record 
of achieving 100% placements. Over 
16,000 IBS alumni are currently pursuing 
successful careers at 900 bluechip 
organizations in India and abroad. 


For IBSAT Bulletin with Application Form & Interactive CD, please send a DD for Rs. 1,100 in favor of “IUCF A/c. IBSAT 2008" 
payable at Hyderabad to: Admissions Officer, IBS Head Office, 13/17, Nagarjuna Hills, Punjagutta, Hyderabad - 500082, India. 





2 year program 
Eligibility: Graduation (50% and above) 


1 year program 
Eligibility: Graduation (50% and above) and 
3 years work experience at executive level. 


February 07-22, 2009 
May 01, 2009 


For details and online Registration, please visit: www.ibsat.org 








© The Icfaian Foundation 2008. IBS and IBSAT are registered trademarks 


= 


ey 





\ 


Chinese Economy 


GLOBAL 


mr e 
° Le 


Caught in Inflation Spiral 





Any economy under long periods of high growth will sooner or later develop 
structural tensions, giving rise to distortions and imbalances as well as 
negative externalities from environmental problems or undesirable social 





side-effects. 
— John Wong 
Research Director, East Asian Institute, Singapore 
Dynamic growth Many dynamic East Asian econo- 


The Chinese economy, since 1979, has 
been experiencing spectacular perfor- 
mance on account of its successful eco- 
nomic reform and open-door policy. The 
average annual economic growth rate for 
the period of 1979-2006 was 9.7%, with 
many ups and downs in the process. Real 
growth rate for 2007 was 11.9%, up from 
11.2% in 2006. In fact, China has chalked 
up double-digit rates of growth for the last 
five years in a row, averaging 10.7% a year 
(2002-2007), since its accession to the 
WTO in 2001. This is truly phenomenal, 
especially because such ‘super-growth’ oc- 
curred with a low annual inflation rate 
below 3% for the whole period. 
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mies like Japan, Korea, Taiwan and 
Singapore had enjoyed high growth for 
two to three decades before, basically 
in the 1960s, 1970s and most of the 
1980s. But they had never registered 
double-digit rates of growth continu- 
ously for five years. China’s recent dy- 
namic growth is historically unprec- 
edented, even in the context of the 
past high-performance of East Asian 
economies. 

As shown in Figure, China’s eco- 
nomic growth process in the 1980s (the 
first decade of reform) had fluctuated 
quite a lot due to the so-called ‘reform 
cycles’. Since 1990, the growth process 
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has displayed two spurts of high 
growth: one sparked off by Deng 
Xiaoping’s Nanxun (tour of South 
China) in early 1992, and the other by 
China’s accession to the WTO in 2001. 
The Nanxun effect, as it may be called, 
signals China’s long march into a mar- 
ket economy by deepening and broaden- 
ing economic reform. The extensive 
marketization that followed had tre- 
mendously enhanced economic effi- 
ciency and productivity. 

The WTO effect marks the rapid in- 
tegration of China into the global 
economy. It was the climax of Deng’s 
open-door policy. This made it possible 
for China to capture the mechanism of 
international capitalism—mainly 
through trade, FDI and technology 
transfer—to raise its own economic 
growth to an even higher level. 

In retrospect, the second spurt of 
growth was by far more significant, not 
just because it chalked up a double- 
digit rate of growth, but also because 
growth occurred on a much larger base 
at the tail-end of the long growth period. 
Thus, China’s total GDP in 2007 almost 
doubled its 2002 level. When Deng in- 
troduced reform and the open-door 
policy at the historic Third Party Ple- 
num in December 1978, China’s total 
GDP was only 365 bn yuan. By 2007, 
total GDP increased to 24,000 bn yuan 
or about 67 times more. 

In 1978, China’s nominal GDP per 
capita was only 380 yuan. In 2007, it 
increased 45 folds to 17,000 yuan or 
US$2,500 at current market exchange 
rate. In fact, by 2007, China is already 
a huge economy of US$3.3 tn at mar- 
ket exchange rate and is about to dis- 
place Germany as the world’s third 
largest economy. In PPP or Purchasing 
Power Parity terms, China has long 
been the world’s second largest 
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economy after the US, even though 
such PPP measure often tends to ex- 
aggerate the reality. 


Explaining China’s dynamic 
growth 

In 2007, Chinese GDP expanded at a 
hefty 11.9%. How do we explain China’s 
remarkable growth performance? For 
China, its two spurts of high growth in 
the past 15 years (The Nanxun effect 
and the WTO effect) were primarily in- 
vestment-driven. In particular, the 
double-digit rates of super growth after 
the WTO membership have been fueled 
by even higher rates of fixed investment 
growth averaging 26%.a year, compared 
to only 12% for consumption. 

For 2007, its 11.9% GDP growth 
was the combined result of 24.8% 
growth in fixed investment and 16.8% 
growth in consumption. In a way, China 
is actually an economy with chronic 
over-investment and under-consump- 
tion. In 2006, only 50% of its GDP (by 
expenditure approach) went to final 
consumption—a proportion much lower 
than in most countries, e.g., 70% for US. 
The construction of infrastructure, fac- 
tories and housing has consistently ac- 
counted for 60% of tetal fixed assets in- 
vestment, while about 20% goes to ma- 
chinery and equipment. 

For a vast econemy like China, its 
growth has been necessarily domesti- 
cally-driven, with external demand con- 
stituting a smaller source of GDP 
growth despite the rapid foreign trade 
growth at 16% a year for the past three 
decades. China’s total trade in 2007 
reached US$2.2 tn, overtaking Ger- 
many as the world’s second largest 
trading nation. 


Is high growth sustainable? 

From the above analysis, it is clear that 
China’s high growth over two decades 
essentially stemmed from its exceed- 
ingly high levels of domestic invest- 
ment, at over 40% of GDP and equally 
high levels of domestic savings, also at 
over 40%, much like other East Asian 
economies in their early periods of 
growth. Some economists like Paul 
Krugman have pointed out that such a 
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pattern of growth, primarily fueled by 
the sheer input of more capital, is actu- 
ally not an efficient form of economic 
growth, i.e., growth without much pro- 
ductivity (TFP or Total Factor Produc- 
tivity) increases. 

However, given China’s exception- 
ally high levels of domestic savings 
(which can decline one or two decades 
later with a rapidly ageing population), 
China’s economy should be able to con- 
tinue to carry on with its high growth 
momentum as long as its domestic de- 
mand (both investment and consump- 
tion) continues to grow. For domestic 
investment, China will continue to have 
enormous need for infrastructural in- 
vestment in transportation, communi- 
cations, ports, airports and power 
plants. 

In the years to come, China will also 
need to invest a lot in environmental 
protection like cleaning up rivers and 
water supply sources. With rapid ur- 
banization, there will be rising demand 
for social infrastructure like housing, 
schools, hospitals and recreation facili- 
ties. This explains why fixed assets in- 
vestment will continue to be a highly 
significant source of growth for China at 
least up to 2020. 

China’s future economic growth can 
also be boosted by rising consumption. 
Rapid income growth, particularly for 
the urban population, has created a fast 
growing xiaokang (moderately affluent) 
society, with a rising middle class of 
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over 200 million. Their appetite for du- 
rable consumption goods like op 
bile is enormous. When the urban elite 
have satisfied their material consump- 
tion needs, they will go for consumption 
in services like travels and entertain- 
ment. 

Furthermore, by considering the 
historical pattern of East Asian eco- 
nomic growth, we can also be easily op- 
timistic about China’s future growth 
potential. When, historically, Japan 
has enjoyed over 25 years of high eco- 
nomic growth, and the four Newly In- 
dustrialized Economies (NIEs) of Ko- 
rea, Taiwan, Hong Kong and Singapore 
has over 30 years, why not China? 
China’s present run of high growth has 
barely reached 30 years, and it could 
easily continue for another two decades 
more. This is because China is a much 
larger and more diverse economy, and 
has much more internal dynamics to 
sustain higher growth for a longer pe- 
riod. 


Overcoming the challenges 

No economy, no matter how structur- 
ally sound it is, can keep on with such 
high growth year after year without 
overheating itself or running into some 
inevitable constraints. Any economy 
under long periods of high growth 
will sooner or later develop structural 
tensions, giving rise to distortions 
and imbalances as well as negative 
externalities from environmental 
problems or undesirable social side ef- 
fects. Cracks will eventually show up. 
Currently, China’s economy is facing a 
rising inflation, and its immediate 
policy priority is to deal with rising 
inflation. 

In the long run, China will face a rap- 
idly ageing population and this will af- 
fect its economic growth. Beyond its 
GDP growth, China’s other longer-term 
policies are to address the many socio- 
economic issues, such as income in- 
equality and environmental degrada- 
tion. Hence, the nature of economic 
growth has to be changed, not just for 
the sheer increases in GDP.» 
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Recession Blues? 





The combination of acute problems in the manufacturing and services 
sectors and slowdown in the housing market has worsened the prospects 
for a big chunk of the British economy. 





rom global food price inflation to 
the blow-up in the US subprime 
mortgage market, the world’s 
major economies are in a highly vulner- 
able position. The UK economy is no ex- 
ception. Spin doctors seem to be in- 
structing the governments, “Never refer 
to the current economic turmoil without 
adding the prefix ‘global’.” The underly- 
ing message is clear: “The current eco- 
nomic problems are not homegrown and 
they are not responsible for the current 
mess.” Yes, there is nothing wrong 
about this notion and there are power- 
ful global forces at work, and the fact is 
that no economy is immune. 

The UK economy, the fifth-largest in 
the world in 2007, continues to go from 
bad to worse down a trail of economic 
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woes after 16 years of strong GDP 
growth. The housing market disaster, 
highest inflation levels, tight credit con- 
ditions are severely hurting businesses, 
and confidence has slumped across the 
board in the UK economy. The roots of 
the slowdown lie in two inter-linked sec- 
tors, financial services and property, 
which form an excessively large part of 
the economy. Bank write-downs con- 
tinue as a result of the blow-up in the 
US subprime market, amidst falling 
house prices and weaker consumer 
spending, banks are rising mortgage 
rates. In the UK, retail spending is often 
financed by either overextended credit 
cards or equity from overvalued homes, 
so the impact on the economy has been 
magnified. 
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On the other hand, manufacturers 
are gearing to hike prices due to increas- 
ing costs of raw materials and rising in- 
flation. Consumer confidence is the low- 
est since 1990, and unemployment has 
risen in the past four months. In fact, 
activity seems to be declining across the 
board and is particularly visible in the 
services sector, which makes up for the 
bulk of the UK economy. The British 
Chambers of Commerce in its latest 
Quarterly Economic Survey believes the 
downturn in the economy will be longer 
and worse than anticipated. In many 
ways, the UK economy’s experience ap- 
pears to be mirroring that of the US. 
Undeniably, British mortgage lender, 
Northern Rock crisis helped to entrench 
the term ‘credit crisis’ firmly into the 
global consciousness. 


Worst slide since the Great 
Depression 
A stream of unwelcome news confirmed 
that the economy is now in the throes of a 
significant slowdown. The economy 
slowed to its weakest in three years to 
0.3% in the first quarter of 2008, from 
0.6% in the fourth quarter of 2007. This 
marked Britain’s weakest growth rate 
since the start of 2005. Indeed, inflation 
hit 3.3% in May, the highest since July 
1992, sufficiently adrift from the Bank 
of England’s (BoE) 2.0% targeted rate. It 
is projected that the country’s inflation 
rate could even reach 4% before the end 
of the year as a result of further rises in 
utility bills and food prices. Increasing 
inflation risks mean that companies are 
keenly looking to pass on their high input 
costs to consumers and this would en- 
courage consumers to tighten their 
spending. 

The downturn was particularly no- 
ticeable in Britain’s crucial service sec- 
tor that had put in its weakest perfor- 
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“The interaction between negative financial shocks and domestic demand, particu 
larly through the housing market, remains a concern for the United States and to ; 
somewhat lesser degree for western Europe and other advanced economies.” 


Since the end of 2007, the UK economy has been 
encapsulated by weak activity data and Strong infla- 
tion figures. Besides, alarming energy prices are 
pushing the economy from slowdown into a 
recession. Please comment. 
The decade leading up to J uly 2007 has been 
described as a period of great stability: 
around the world, economic conditions were 
dominated by low inflation, low nominal 
yields and lower volatility of the economic 
cycle. The UK economy grew less than previ- 
ously estimated in the first quarter, weighed 
down by the weakest services expansion in 
12 years. GDP rose 0.3% in the three months 
through March, the least in three years. 
From a year earlier, the economy expanded 
2.3%. Household spending, which drove the 
fastest expansion in three years in 2007, is set to slow. Higher 
fuel prices and a dearth of credit pushed consumer confidence 
to the lowest level since Margaret Thatcher was ousted from 
office in 1990. Still, household spending rose 1.1% in the quar- 
ter, the most since the end of 2006. UK unemployment rose to 
the highest in seven months in May, as weakening economic 
growth prompted companies to cut staff. Claims for jobless 
benefits increased for the fourth month, rising by 9,000 to 
819,300. The labor market is weakening at a time when 
policy makers have little scope to lower interest rates and 
prevent a recession because of the threat of accelerating infla- 
tion. Bank of England (BoE) Governor Mervyn King said that 
the UK faces a period of rising inflation and falling economic 
growth. 

Measured by International Labour Organization stan- 
dards, unemployment was 5.3% in the three months to April. 
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That compares with 7.1% in the euro area 

= 55% in the US and 4% in Japan. Rising un 

= employment may erode Prime Ministe: 

-Gordon Brown’s support as he tries to bol 

=~ ster his position before the next genera 

election, due by mid-2010. In a Populus poll 

his ruling Labor Party slipped by 4 percent- 
age points to 25% since early May, while the 
Conservative Party’s support rose 5 points 
to 45%. Falling house prices are also helping 
exacerbate Britain’s economic slowdown as 
higher credit costs make it difficult for 
people to afford homes. The Royal Institu- 
tion of Chartered Surveyors said that house 
prices fell in May, keeping declines close to 
the most widespread level in three decades. 
There could be a sharp cut in disposable in- 
comes because of oil prices. Growth could stall. King said on 
May 14 that the country might experience the odd quarter or 
two of contraction. The bank predicted that the annual rate of 
economic expansion is likely to drop to around 1% next year, 
the lowest since 1992. The economic slowdown will need to be 
sufficient to ensure that inflation does not persist above the 
target. But at the same time, it is necessary to avoid a slow- 
down that is so pronounced that it would pull inflation down, - 
not just to the target, but below. 





How do you view BoE’s notion that interest rates to tame soaring asset 
prices may potentially do grave damage to the rest of the economy? 

High interest rates have led to falling house prices, stumbling 
consumer confidence and a contraction in services, accounting 
for three quarters of the economy, which holistically have al- 
ready hurt the popularity of Prime Minister Gordon Brown. 


mance in mere than 12 years. The Bank 
of England’s second quarter credit con- 
ditions survey shows the lending mar- 
ket data for May, which signaled that 
much tighter lending is expected to 
come amidst the slowing activity in the 
mortgage market. Mortgage lending is 
expected to drop to £5.9 bn from £6.4 bn 
in April. Also, the number of new mort- 
gages approved for house purchases fell 
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to a record low of 42,000 in May from 
98,000 in April, the biggest drop in its 
11-year history. Mortgage approvals 
are one of the best guides to determine 
the likely course of house prices, and 
their drop is the first sign of a slump in 
the property market. Further, evidence 
of the drying up of the housing market 
emerged from the Nationwide’s June 
house price index, which is down from 


about 7% from its peak last autumn. 
As economic slowdown is hitting the 
profits, businesses are preparing to cut 
thousands of jobs resulting in lower pro- 
ductivity. As a result, the unemployment 
rate could rise from 5.3 to 8%, the high- 
est level since the 1990s recession. The 
UK consumer confidence is now at an all- 
time low. At the same time, the total UK 
consumer debt stands at $3.79 tn. And 
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GDP could also come down to 1% vicinity due to high interest 
rates stifling investment growth. From the financial markets 
angle, gilts have sold off massively at the near end of the 
curve, although long end would have been rather sticky. 
Resultantly, the curve has re-inverted once again as BoE 
turns hawkish, but the inversion may not be as steep as on 
the previous occasion. The UK’s benchmark FTSE 100 stock 
index has dropped 15% YTD, and firmer interest rates could 
lead to further downside of the bourses. 


How far are the US credit crunch, rapidly increasing oil prices and 
spiraling food prices impacting the UK economy? 
Financial institutions worldwide have lost or written down 
US$400 bn following the collapse of the US subprime mort- 
gage market. The UK’s benchmark FTSE 100 stock index has 
dropped 15% this year. Investors sought for riskier invest- 
ments in search of higher returns—the ‘search for yield’. One 
feature of this ‘search for yield’ was the rapid expansion of 
structured financial instruments; for example, where indi- 
vidual loans are packaged into tradable securities, such as 
residential or commercial mortgage-backed securities, or 
where the risk of a pool of loans is packaged into complex 
securities offering different levels of exposure to the potential 
losses in the pool (a collateralized debt obligation). Many 
banks took advantage of new sources of wholesale funding 
available from securitization—the packaging of loans into 
instruments which could be sold in financial markets. These 
changes in the financial environment, however, resulted in 
banks increasing their exposure to liquidity risk. 
Contingent liquidity lines to securitization conduits and 
special purpose vehicles rose rapidly with little expectation 
that they would be drawn. Exposures to higher-yielding com- 
plex structured products rose, with market participants fail- 
ing to recognize sufficiently that the high yields offered by 
such products were in part compensation for higher liquidity 
and market risk and that prospective risk-adjusted returns 
were much lower than might first appear from their short 
historic track record. Banks’ funding thus became increas- 
ingly vulnerable to a sudden shift in financial market condi- 
tions. The crystallization of this risk in August 2007 led to a 
sharp decline in liquidity across a wide range of markets. 
Funding pressures intensified as asset managers lowered 
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demand for asset-backed securities and complex produe 
more broadly, to lower risks and to guard against press 
from their investors for early redemption. And as banks at- 
tempted to fund contingent claims, liquidity in wholesale 
term markets dried up—adding to the strain. A number of 
institutions across the globe, such as Northern Rock, IKB and 
Bear Stearns have succumbed to the pressure, necessitating 
public sector intervention to support financial stability. 

Consumer prices rose to a seven-month high of 2.2% from 
a year ago after increasing 2% in April, fanned by energy 
prices. King said in a speech in Scotland that while rising 
inflation expectations were not yet ‘of serious concern, policy 
makers will monitor them closely. Increases in electricity and 
gas bills, food and clothing and footwear prices drove UK in- 
flation higher in May. 


is the UK economy displaying the same cyclical factors now as the US } 
did last year? 

The cyclical factors exhibited by the UK and the US econo- 
mies are more or less the same. The restraint on demand 
from the housing cycle, as falling home prices prompt rising 
foreclosures and further price declines, is being reinforced by 
an interconnected financial cycle: pressure on capital and 
credit forces asset sales, which lowers market values and fur- 
ther intensifies the downward swing of the credit cycle. As 
macroeconomic and financial weakness feed off each other, 
residential investment is likely to continue to fall; consump- 
tion is likely to decline as households retrench in the face of 
falling home prices, reduced employment, and tighter credit; 
and business investment is likely to take a hit. The incipient 
recovery in 2009 is likely to be slow, held back by continued 
household and financial balance sheet strains, consistent 
with the historical experience after major housing busts. 


Could the world be on the brink of another Great Depression such as the | 
slump of the early 30s? 

The spreading crisis in financial markets has further damp- 
ened the global outlook. Conditions in financial markets are 
likely to stabilize only gradually during the course of 2008 
and 2009, risk spreads will remain substantially wider than 
the exceptionally low levels that prevailed prior to August 
2007, and bank lending standards will continue to tighten. 


even if the official numbers turn out to be 
right, the stark implication is that the 
problems of the financial sector could 
send ripples across the economy and be 
a drag on long-term growth. 


Caught in recession risk 

There is a great deal of focus on the deci- 
sions of the BOE, which has to juggle the 
two risks of persistent higher inflation 
and a slower growth. Despite signifi- 


32 | August 2008 | 


cant inflation risks, the BOE has cut its 
key interest rate three times from 5.75 
to 5.00% due to the growing risks of a 
sharp economic slowdown. Mervyn 
King, Governor, BOE says “A slowdown 
was already in train and that it would 
dampen inflation.” As very weak eco- 
nomic activity may help dilute underly- 
ing inflationary pressures, it is pro- 
jected that the BOE is unlikely to cut 
rates anytime soon and could be forced 


into raising interest rates this year. But 
letting inflation escape could further el- 
evate inflation expectations in the long 
run. An important lesson of monetary 
history is that the higher the inflation 
climbs, the difficult it gets to bring it 
down. Mervyn King says, “The heart of 
the problem is not in the real economy, 
it is in the financial sector itself.” The 
bank has laid emphasis on solving the 
problems in the financial sector and re- 
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‘ommodity prices will remain roughly at the high levels of 
nd 2007. Under the baseline, global growth will slow from 
L9% in 2007 to 3.7% in 2008 and 3.8% in 2009. Among the 
najor advanced economies, the US is projected to slip into a 
nild recession in 2008, despite aggressive rate cuts by the Fed- 
al Reserve and timely implementation of a fiscal stimulus 
yackage. Although these projections now incorporate some of 
‘he negative risks identified earlier, the overall balance of glo- 
bal risks remains tilted to the downside. According to IMF, 
there is a 25% chance of growth slowing to 3% or less in 2008 
and 2009, equivalent to a global recession. The greatest uncer- 
tainty comes from the still-unfolding events in financial mar- 
kets, particularly the potential for the deep losses related to 
the US subprime mortgage sector and other structured credits 
to further impair financial system capital and cause the cur- 
rent credit squeeze to mutate into a credit crunch. 

There is some upside potential for domestic demand in 
the emerging economies, although these economies are ex- 
posed to negative external risks through both trade and fi- 
nancial channels. At the same time, there are increased risks 
related to inflationary pressures and high oil prices, despite 
lower projected growth, reflecting prospects for continued 
tight conditions in commodity markets and the recent up- 
ward drift of core inflation. 

The present situation is different from the Great depres- 
sion in myriad ways. First, the Great Depression was opera- 
tional between a protracted period of 1929 to 1939, while the 
present situation is likely to turnaround in 2010 only. During 
the Great Depression, massive layoffs occurred, resulting in 
unemployment rates of over 25%. The debt became heavier, 
because prices and incomes fell 20-50% but the debts re- 
mained at the same dollar amount. After the panic of 1929, 
and during the first 10 months of 1930, 744 US banks failed. 
(In all, 9,000 banks failed during the 1930s). In the present 
scenario, about 40 banks failed. Monetarists, including Milton 
Friedman and current Federal Reserve System Chairman Ben 
Bernanke, argue that the Great Depression was caused by 
monetary contraction, which was the consequence of poor policy 
making by the American Federal Reserve System and con- 
tinuous crisis in the banking system. By not acting, the Fed- 
eral Reserve allowed the money supply as measured by the 
M2 to shrink by one-third from 1929 to 1933. Friedman ar- 
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gued the downward turn in the economy starting with the 
stock market crash would have been just another recession. In 
the present situation, the Fed was quite swift in taking the 
decisions of successive rate cuts to give monetary impetus. 


Other Issues? 
The tightening of credit conditions domestically and interna- 
tionally makes it likely that aggregate demand will slow, with 
a risk that it will slow considerably. There is, in consequence, a 
meaningful downwards threat to inflation over the medium- 
term. Usually, the MPC would respond by cutting bank rate 
sufficiently to offset more or less entirely what we judged, over 
time, to be the impact of the tighter financial conditions on the 
path of spending, so as to ensure that aggregate demand re- 
mained broadly in line with the economy's productive capacity. 
But conditions do not favor such a ‘business as usual’ approach 
to demand management. That is because, alongside those 
downside risks to inflation, there are also upside risks to infla- 
tion over the medium-term—and I am stressing ‘medium- 
term’—stemming from the rise in commodity prices and the 
decline in sterling’s exchange rate. In the near-term, CPI infla- 
tion is very likely to rise to materially above our 2% target. Key 
actions to rebuild confidence in the financial markets are: 

e The BoE has announced a new scheme to enable banks 
and building societies to swap assets that are currently 
illiquid in exchange for UK Treasury bills. 

e Higher capital buffers would improve confidence by in- 
creasing banks’ resilience to sudden changes in market 
sentiment and by strengthening their capacity to handle a 
potential downturn in the macroeconomy. 

e Banks should supply more consistent, frequent and co- 
ordinated information on their financial positions, including on 
key assumptions used in and uncertainties around valuations. 

e Authoritative guidance is needed on the application of 
fair-value accounting rules when market prices are dislo- 
cated from fundamental values. 

e Originators, arrangers and distributors should provide 
enhanced information on the composition of complex 
structured instruments. 


* Views expressed are the independent views of the author and not 
necessarily the views of the organization which he represents. 


store confidence and stability in the fi- 
nancial markets. It is concentrating on 
increasing money supply at a consistent 
level by extending funding to banks. 
Recently, the bank injected £50 bn 
worth of liquidity to stem the financial 
crisis. It has increased long-term fund- 


- ing by 113% during the crisis. Though 


the central bank grapples with the dire 
shape of public finances and a big bud- 
get deficit, the challenge is to ensure li- 
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quidity in the system and meet the need 
of the financial institutions at all 
times. Experts suggest that the Finan- 
cial Services Authority should 
strengthen its day-to-day supervision of 
financial institutions. To shore up pub- 
lic finances and lower the taxes, George 
Osborne, Shadow Chancellor, the Ex- 
chequer, says “It is necessary to ensure 
that state grows more slowly than the 
economy over an economic cycle.” Finan- 


cial dislocation will have a mild effect 
on the UK economy. Healthy financial 
institutions grease the wheels of com- 
merce; however, in the short run firms 
find substitutes for financial interme- 
diation, perhaps finding financing 
through alternative channels. Mark 
Nielson, Economist, MacroKcon Global 
Advisors opine that “In short, trouble in 
financial markets will not by itself run 
the economy into the ground. Increases 
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in food prices are material, however, in 
the UK—as in most highly developed 
economies—expenditures for raw food 
products are generally a small part of 
total expenditure. High food prices re- 
duce spending on other goods, but the 
effect is not expected to be long-run- 
ning.” MacroEcon foreeasts that food 
prices would stabilize in the next 24 
months. 


Worst yet to come 

The combination of US credit crunch, 
problems in the US subprime market 
and rapidly increasing oil prices are af- 
fecting the UK demand and supply. The 
economy has to adopt stricter monetary 
policies to reduce excess demand and 
bring down consumption levels. What 
began as a downturn in the commercial 
property market began expanding into 
the housing market and the economic 
dewnturn is set to continue. Majority 
forecast that the economy will slow 
later this year without actually going 
into a negative territory. As the pace of 
housing market continues to abate, 
there is a very real danger to the health 
and potential outlook for the wider 
economy. At the same time, despite be- 
ing helped by a softer pound, the exports 
would be hit by slowing global growth. 
Global Insight projects the GDP growth 
to slow markedly from 3.1% in 2007 to 
1.6% in 2008 and 1.2% in 2009 and an- 
nual growth is projected at just 0.7% in 
the first quarter of 2009. However, 
Mark Nielson predicts, “While eco- 


Record Housing Prices Fall 
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— Patrick Minford 
Fellow, Cardiff University Business School 


This is a difficult period for the UK Monetary Policy Committee, with two large shocks coinciding— 
the continuing credit crunch (a demand shock) and the world oil/commodity boom (a supply 
shock). The first requires a cut in interest rates, the second a rise. The question is: what is the 
balance of forces. It would seem that the MPC’s de facto judgment has been that the former more 
than offsets the latter, since three-month market interest rates are a bit higher than where they were 
in August last year when the banking crisis broke; if one looks at rates in the mortgage market (the 
main way in which households smooth their consumption) they are clearly substantially higher. 
Furthermore, the Bank's large-scale assistance to banking liquidity has deliberately not aimed to 
reduce the three-month risk premium between market rates and base rate, since that very gap is 
charged as a fee to banks that take up the facility. 

The bank is charged with maintaining inflation at 2% in the medium-term. One must ask 
therefore, how long the effect of the two shocks is going to last. It seems to me that the potential 
impact of the credit crisis is much larger and of longer duration than that of the world commodity 
boom. 

On the last, it can only be a matter of time before the East Asian countries react to their own 
inflationary problems, which have become acute because of poor monetary policy (usually ob- 
sessed with buying dollars to hold their dollar exchange rates down). Just in the last few days, 
india has raised interest rates, for example. In terms of domestic reactions to this terms of trade 
shock, we can see that wage growth is barely flickering. Hence, the pass-through of the commod- 
ity price boom should be fairly quick. 

On the first, there are signs of a dangerous credit shortage in the housing market. Other 
indicators have remained so far surprisingly robust—for example, the latest retail sales volumes are 
up 8% from a year ago. But the savings rate is very low and with real incomes falling and credit 
availability tight, the risks are that consumption will stall and even decline. Once that begins, it takes 
along time to reverse. Thus, my view would be that rates should be cut by a quarter percent with 
no further bias to cut. This will still mean that monetary conditions in the marketplace will 
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have been tightened—an excessive reaction to the twin shocks the economy is facing. 


nomic stagnation is difficult to predict, 
(unlike many forecasting firms), the UK 
economy would be out of its rut and on 
the road to economic expansion over the 
next two years.” 

Economists have warned that the 
economy could suffer a mild recession 
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by the end of the year after some of the 
Britain’s biggest companies fared badly 
as the credit crunch evolved and as the 
housing market fell. Fears of a reces- 
sion are intensifying further as econo- 
mists described the latest purchasing 
managers’ index (PMI) a monthly sur- 
vey of UK manufacturing companies, as 
‘truly dreadful’. To shore up the 
economy, the BOE can’t aggressively 
slash interest rates in the short-term 
fearing inflation. Though its special li- 
quidity scheme in April might have 
kept the banking system afloat, it 
didn’t recover the mortgage market. It 
would be surprising if the UK economy 
muddles its way over the next year or 
two without going into recession. Going 
forward, it is therefore a very difficult 
year for the UK and it needs resilience 
to deal with those challenges.s 


—N Janardhan Rao and V Ratna 
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The population trends are transforming the BRIC economies in more 
ways than one. In the light of these population changes, the BRIC 
nations should pay more attention to four main areas that might pose a 
challenge to their economic development. 


— Bernardo Lanza Queiroz 


Department of Demography, Universityof California, US 





Sachs investigated the economic 

growth of Brazil, Russia, India, 
and China, and came out with the con- 
cept of BRIC economies, In this study, 
he showed that these countries would 
exceed the GDP of the current more de- 
veloped economies (G7) within 40 years. 
The study captured the attention of 
economists and policy makers world- 
wide. It comes as no surprise that the 
four countries could emerge as economic 
powerhouses, but the speed at which 
they reach important position in eco- 
nomic terms might be unexpected. 


[: 2003, Jim O’Neil of Goldman 
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The contribution of BRIC to the glo- 
bal GDP has exceeded expectations and 
already crossed 15%, while that of the 
developed nations like the US and Ja- 
pan is decreasing. Although they are not 
yet the most important and largest 
economies in the world, they already 
play an important role in many eco- 
nomic spheres around the globe, such as 
demanding changes in the subsidy poli- 
cies of the developed countries and sign- 
ing trade agreements amongst them- 
selves. So far the response of BRIC 
economies to the ongoing global finan- 
cial turmoil has been remarkable. How- 





ever, they are still vulnerable to old 
problems like inflation, lack of proper 
infrastructure, and one which is less 
discussed, population changes. 

The first one is the rapid change in 
the population age structure ( popula- 
tion ageing) caused by the fast decline 
in the Total Fertility Rate (the average 
number of children that would be born 
to a woman over her lifetime). The sec- 
ond challenge is the consequence of the 
changes in the population age structure, 
that is, how the transformation in the 
age structure of the population can have 
important impacts on the economic 
growth, the so-called demographic divi- 
dends (Mason & Lee, 2006). The third 
one, closely related to population ageing 
is the relation between changes in popu- 
lation age structure and how they affect 
intergenerational transfers. Lastly, the 
rapid ageing in developing countries 
raises concerns about living conditions, 
social support and healthcare provision 
for the elderly, especially where changes 
caused by economic development have - 
weakened familial support and a uni- 
versal welfare system of support is not 
yet in place. 

The United Nations estimated in 
2000 that 60% of the world’s elderly 
lived in developing countries, and this 
number continues to increase, The eld- 
erly population in developing countries 
is growing faster than in the developed 
ones. The elderly population growth rate 
in developing countries started to rise in 
1960, and at the same time the growth 
rates for developed countries reached a 
plateau and started to decline. 

The demographic transition, and 
population ageing, started with mortal- 
ity improvements in the 1930s, which 
were followed by fertility declines in the 
later 1960s. Despite the delayed onset, 
the demographic transition in the BRIC 


| Chartered Financial Analyst | 





ay 


economies has been characterized by 
apid demographic changes. The total 
fertility rate has declined rapidly; for 
example, in Brazil, TFR declined from 
5.9 in 1950 to 2.3 in 2000, and in India, 
it declined from 5.8 in 1970 to 3.1 in 
2000 (UN, 2003). Also, life expectancy 
at birth has improved steadily; in all 
countries life expectancy at birth is 
above 65 years. 

These trends have interacted to 
transform the population age structure, 
meaning rapid population ageing. From 
a young quasi-stable age structure in 
1970, the age distribution has gradu- 
ally shifted to an older distribution. 
Until 2000, the most important 
changes were the decline in the share of 
the young and a rise in the share of the 
working-age population. Significant in- 
creases in the elderly population are ex- 
pected to occur only in the next decades. 
The projections indicate that by 2050, 
the population aged 65 and older will 
represent over 16% of the total popula- 
tion in all countries, compared to less 
than 10% in 1990. 

These shifts in the age structure can 
be seen in the dependency ratios (the 
ratio between dependent population, 
normally those aged under 18 and 
above 65 and the working age popula- 
tion, those aged between 18 and 65), 
which follow a well-documented pat- 


- tern: the total dependency ratio will de- 


cline until 2010 due to the decline in the 
young dependency ratio. The trend will 
then shift upwards, as increases in the 
old-age dependency ratio become more 
important. 

On one side, the increasing participa- 
tion of the elderly (and longevity) repre- 
sents one of the most important achieve- 
ments of population in the last century. 
On the other side, it represents one of the 
biggest challenges for society and gov- 
ernments. Population ageing can affect 
economic growth; it can increase medical 
costs and the ability of families, society 
and government to provide support for 
this group of population. 

In the BRIC economies, families 
still play an important role in support- 
ing the elderly, most notably in China 
and India. The decline in fertility means 
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that there are less working age adults 
to provide support for their elderly rela- 
tives. The rapid ageing in developing 
countries raises concerns about living 
conditions, social support and health- 
care provision for the elderly, especially 
where changes caused by economic de- 
velopment have weakened familial 
support and a universal welfare system 
of support is not yet in place. Due to 
rapid population ageing in developing 
economies, social support schemes for 
the elderly will be asked to play a role 
they are not yet ready to play. The intro- 
duction or expansion of programs tar- 
geting the elderly has several conse- 
quences to individual and household 
decision making, and to the equilibrium 


yet ready to play. 


of the labor markets, especially affect- 
ing labor supply of older workers. 

The ageing of the population in- 
creased the concern in relation to the 
sustainability and the expansion of the 
public social assistance programs. If in 
the past, and in some countries, the 
family provided a large part of the sup- 
port for the elderly, today this support 
increasingly comes from programs cre- 
ated by the public sector and, in some 
countries, also by the private sector. In 
general, these programs are very impor- 
tant in order to narrow the difference in 
income between the elderly and people 
at an active age and to reduce the pov- 
erty rates of the elderly population. 

However, recently a vast majority of 
programs have come up against serious 
tax problems. Most of them function on 
Pay-As-You-Go (PAYGO) basis, 
namely, the old age pension of the eld- 
erly today is financed by today’s work- 
ers’ contributions. The balancing of the 
programs is increasingly difficult with 
the increase in the ratio of dependence, 
population ageing and a faster process 
of reducing the average retirement age. 
In this way, it is crucial to draft public 


Due to rapid population ageing in developing 
economies, social support schemes for the 
elderly will be asked to play a role they are not 
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policies that consider the impact of so- 
cial assistance programs on the social 
security system and on the job supply 
and retirement decision of individuals. 

Intergenerational transfers, such as 
social security systems, play an impor- 
tant role in redistributing resources 
from working age population, children 
and the elderly. Several scholars have 
investigated the relations between the 
changes in population age structure and 
intergenerational transfers. In most of 
the BRIC economies, family transfer is 
the main support for children, whereas 
the elderly receives support through 
public social insurance programs and 
families. Changes in the population age 
structure, as discussed above, with the 





rapid increase in the number of the eld- 
erly, might represent a burden on the 
working age population and increased 
pressure on public sector fiscal condi- 
tions. In addition to that, there is a rel- 
evant question whether the increase in 
the participation of the elderly popula- 
tion will also increase the share of pub- 
lic transfers to the elderly (and social 
expenditures in total). 

Samuel H Preston in his paper, 
“Children and the Elderly: Divergent 
Paths for America’s Dependents”, ar- 
gues that the increase in the social secu- 
rity coverage and increase of pension 
benefits in the US were influenced, in 
part, by the political power of an in- 
creasing elderly population. Becker & 
Murphy in their paper, “The Family and 
the State”, provide an alternative view 
of the expansion of the social welfare 
program directed towards the elderly. 
They argue that the expansion of these 
programs is mainly compensating thes 
investments in other public transfers» 
the elderly made in earlier stages of 
their lives. The theories mentioned# 
above discuss how intergenerational® 
transfers might affect the well-being off 
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economic dependent age groups ( elderly 
and children). 

The answer to this question de- 
pends on empirical research. To my 
knowledge, there are few scientific pa- 
pers dealing with these issues, even 
though they are extremely important to 
the economic development of BRIC 
countries, For example, if countries de- 
cide to increase public transfers to the 
elderly and reduce investments in pub- 
lic education, it might reduce accumula- 
tion of human capital in the country, af- 
fecting future productivity and eco- 
nomic growth. 

Gruber & Wise in their paper, “So- 
cial Security and Retirement Around 
the World”, show that OECD countries 
are reducing social expenditures in edu- 
cation and other non-age-related expen- 
ditures to increase public transfers to 
programs directed towards the elderly. 
Turra & Queiroz in their research pa- 
per, “Intergenerational Transfers and 
Socioeconomic Inequality in Brazil: A 
First Look”, show that, in Brazil, family 
transfers have greater importance for 
children, especially those in wealthier 
families. Children of poorer families 
rely more heavily on public transfers. 

For the elderly, however, consump- 
tion depends largely on public trans- 
fers. The main argument of the article 
is that poor children receive the least 
amount of public and private trans- 
fers, which might explain the perverse 
poverty cycle in Brazil. Evidence of 
intergenerational transfers for other 
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BRIC countries are lacking, but they 
are extremely important to the future 
economic growth and the well-being of 
society. 

The consequences of changes in 
population age structure to macroeco- 
nomic variables have regained interest 
in recent years. Bloom & Williamson in 
their paper, “In Population Matters: 
Demographic Change, Economic 
Growth, and Poverty in the Developing 
World”, show that part of the Asian eco- 





developed nations. 


nomic miracle was explained because 
the working-age population grew at 
faster rates than the dependent popula- 
tion from 1960 to 1995. They find that 
changes in population age structure ac- 
count for about one-third of the ob- 
served economic growth in Asia during 
that period. In more developed nations, 
population ageing can have serious eco- 
nomic implications. 

The demographic dividend or demo- 
graphic bonus has been recently pre- 
sented as a combination of two sepa- 
rate dividends. The first dividend is 
usually related to a temporary increase 
in the share of the population that is of 
working age and can be effectively mea- 
sured by increases in the ratio of pro- 
ducers to consumers in the population. 
The second dividend comes in succes- 
sion to the first dividend and is related 
to the creation of wealth that arises in 
response to population ageing. 

The magnitude of this effect de- 
pends largely on how wealth is created. 
Rapid capital accumulatiøn or larger 
transfers from younger generations, pri- 
vate and public, can meet consumption 
demands of an increasing elderly popu- 
lation. Only in societies where capital- 
deepening prevails will the effects of 
population ageing ultimately increase 
the output per effective consumer. 


BRIC economies have an immense potential as 
economic leaders of the world and can have 
profound impact on the development of less 
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Unfortunately, the demographic 
dividends are not automatic and de-j 
pend on institutions and policies to 
transform changes in population age 
structure into economic growth. For ex- 
ample, it is fundamental that the la- 
bor market creates enough opportuni- 
ties for the growing working age popu- 
lation, and that a developed financial 
market exists to fulfill individual’s 
willingness to save. Therefore, it comes 
as no surprise that some emerging 





economies that could benefit substan- 
tially from the demographic transition 
are also the ones that are more likely 
to fail in taking advantage of this 
process. 

BRIC economies have an immense 
potential as economic leaders of the 
world and can have profound impact on 
the development of less developed na- 
tions. However, these countries must 
recognize the new demographic reality 
and its impacts on the economy, public 
sector and family relations, and adjust 
public policies to the new demographic 
environment. Experience in developed 
nations (e.g., France, Italy and the US) 
has shown that policy adjustments 
may be politically complicated— 
changes in retirement ages and medi- 
cal benefits, for example, are not very 
popular. But the same experience 
shows that it is easier to deal with 
such problems sooner than later, be- 
cause the costs (political and eco- 
nomic) of waiting may become 
unsustainable.s 


Note: Parts of this paper were drawn from previ- 
ous research carried out by Bernardo Queiroz and 
Cassio Turra. The discussion of the demographic divi- 
dends was drawn from a forthcoming paper (Queiroz, 
Turra & Perez). 
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Brazilian Economy 


Riding the Commodity Boom 





The resource-rich Latin America’s largest economy is benefitting from a 
commodity and farming boom. 





nlike in the past, Brazilian 

economy seems to be equipped 

well to tackle the global finan- 
cial turmoil. After a spate of boom and 
bust cycles, Brazil is in the middle of an 
unabated economic growth period since 
tne 1970s. With a population of 190 
million, which is slowly but steadily 
growing, Brazil has emerged as the 9t 
largest economy in the world with a 
GDP of $1.3 tn, which is equal to half of 
Latin America’s GDP. Apart from com- 
modity boom, the economy has also 
been fueled by consumer spending, as 
Brazilians enjoy rising incomes and 
cheaper credit. Brazil has found a key 
element that had long been eluding it: a 
currency with staying power, Real, 
doubled against the US dollar in the 
last four years. This has helped foreign 
reserves climb to nearly more than 
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5180 bn. The economy grew by 5.3% in 
2007; though it is less than Latin 
America’s 5.7% and a far cry from Chi- 
nese growth levels, it is still quite an 
achievement for a nation that expanded 
by only 2.5% in the previous decade. 
The expansion has given a chance to 
Brazil to build up enough foreign ex- 
change reserves to repay its entire for- 
eign debt to IMF and, for the first time 
in the history, become a net creditor na- 
tion. In fact, Brazil has recently an- 
nounced that it would follow other 
emerging economies like China and 
Middle East in setting up a Sovereign 
Wealth Fund worth approximately $20 
bn. Besides, the government has un- 
veiled a new $125 bn industrial policy 
plan to give boost to exports and high- 
tech industries through tax holidays, 
venture capital and a host of other in- 


centives. Recently, Brazilians rejoiced 
when Standard & Poor’s upgraded 
Brazil’s rating to investment grade, 
making it the last of the BRIC econo- 
mies to have its creditworthiness win 
that prestigious seal of approval. 


The issues behind 

Back in 2003 when Luiz Inacio Lula da 
Silva, popularly known as ‘Lula’, was 
elected as the President, after promis- 
ing to renationalize all the companies 
that were sold to the private sector, 
problems were so menacing that there 
was no option but to confront them head 
on. Real plunged against all major cur- 
rencies and the government had to turn 
to the IMF for a record $30 bn rescue 
package. The resultant alarm of the for- 
eign investors was reflected in a free- 
falling stock market. After a nervous 
start, the government made some re- 
markable strides towards minimizing 
income inequality. This was accom- 
plished by raising minimum wages and 
implementing various social programs 
like rewarding millions of poor families 
for keeping their children at school. In 
the last three years, the percentage of 
middle-class population with mini- 
mum monthly income of $635 has in- 
creased from 34% to 46%. 

The rising economic power of the 
poor and the availability of cheaper 
credit have not only had a conspicuous 
positive effect on domestic consumer 
market but also given them a chance to 
buy their own homes. Lula gave a free 
hand to his central bank President, 
Henrique Meirelles, to keep a tight lid 
on inflation by increasing interest rates 
well above 20%. Growth was sacrificed 


in favor of stability. Initially, the - 


economy grew at less than other devel- 
oping economies. However, a boom in 
the price of commodities helped Brazil 
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1 INTERVIEW 


“We are a realistic and pragmatic bunch. Brazilians do not kid themselves about who 
they are and what they can and cannot achieve.” 


Unfazed by the global financial crisis, the Brazilian 
economy is forging ahead from strength to strength. 
What are the factors that are propelling the growth 
of the economy to new heights? 
Paulo Sotero: Brazil’s resilience in the face 
of the current financial crisis reflects posi- 
tive trends both at home and abroad. Sen- 
sible measures taken domestically by the 
government of President Luiz Inacio Lula da 
Silva, continuing and expanding the legacy of 
his predecessor, Fernando Henrique 
Cardoso, have reduced the overall public debt 
of the nation. The foreign debt has been re- 
paid and the domestic debt, although still a 
source for concern, has become more manage- 
able. At the same time, the country has ben- 
efitted from the rising global demand for agri- 
cultural and mineral commodities of which it 
is a competitive producer. To this good news one should add the 
combined positive impact of 15 years of economic stability and 
redistributive policies. Real increases in the minimum wage 
and the expansion of the conditional income transfer programs 
to the poor made a difference in the lives of over 40 million 
people. Many of those Brazilians left the ranks of poverty and 
became consumers, helping support economic growth. Two im- 
portant factors underlie current favorable trends. This time we 
ə are not talking about an ‘economic miracle’; the economic suc- 
-cess is not being measured by the number of millionaires the 
boom is producing, but rather by the number of people rising 
above poverty—as it should be in a country where inequality 
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remains the greatest obstacle to national 
prosperity. 

Lynn E Dellenbarger and Lihong Zhu: 
First, Brazil has a strong leader who has 
united the country. The leader knows where 
he wants to take the country. With food be- 
ing in short supply around the world, the 
leader of Brazil has positioned the country 
to be a major food basket of the world. Land 
costs are low, and so people keep expanding 
the acreage devoted to agriculture. It is actu- 
ally cheaper to buy Brazilian soybeans and 
sell them in the world market at a profit and 
then resell them again under current world 
prices. Brazil has abundant natural re- 
sources which are still untapped. They no 
longer need to pay the high energy prices 
that the US and EU are now experiencing. 
As an aside, how will the developing economies expand since 
they cannot afford the high price of oil to drive their growth? 
The developing economies may stagnate in the future as oil 
prices soar. 


Brazil's booming economy is shifting into overdrive. With biofuels and 
the recent oil discoveries providing energy independence and foreign 
direct investment reaching a record $34.6 bn, do you think it will be able 
to sustain its present growth rate? 

Paulo Sotero: The promising panorama brought about by 
Petrobras’ recent oil discoveries and the great potential of a 
global market for an environmentally-sustainable biofuel 


withstand the recent global financial 
turmoil. Inflation was brought down to 
3%, well below the official target. Last 
year, a mortgage with a term of 20 years 
and an interest rate of less than 10% 
was introduced. 


Awash with foreign capital 

The quality of Brazilian markets is all 
the more eye-catching considering the 
dismal situation in the beginning of 
this decade. Brazilian companies, 
which are traditionally inward-looking, 
are transforming into public-owned cor- 
porations by raising capital for domes- 
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tic growth as well as exports. The Bra- 
zilian economy was awash with foreign 
capital, much of which was directed to- 
wards construction projects. Gustavo 
Franco, former Head, Central Bank, 
says, “If the experiences of Russia, 
Chile and Mexico are an indication, a 
ratings upgrade will produce a boost in 
equity prices, [price-earnings] stock 
multiples and earnings further in Bra- 
zil.” Foreign investors pumped a record 
$34.6 bn into Brazilian companies in 
2007, 84% more than in 2006. The 
Bovespa index on the Sao Paulo Stock 
Exchange has outperformed 20 biggest 


equity markets in the world. It has 
showed a spectacular growth for five 
years in a row now, with 5.9% so far in 
2008. 

Bovespa has become the main 
source of financing for the domestic 
companies, leaving behind the state- 
owned National Development Bank, 
which offers loans at below-market 
rates. Last year, it had held as many as 
100 IPOs; a fivefold increase from 2006, 
with 70% of the capital coming from for- 
eigners. Several companies that floated 
got an average of 40-fold earnings, in 
comparison to 22 in China and 17 ir 
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such as sugarcane ethanol will continue to attract foreign 
capital and sustain the country’s GDP expansion. The rate of 
growth will be affected, however, by the way we confront the 
sources of inefficiencies in our overregulated and still exces- 
sively closed economy. 


Brazil has recently found new oil fields estimated to be holding nearly 
40 million barrels of oil. Brazil is serious about join- 
ing OPEC and its membership can push oil prices 
higher as more oil would be under OPEC control. 
Your views... 

Paulo Sotero: The actual size and produc- 
tion potential of the new offshore oil reserve 
findings announced by Petrobras in recent 
months will be determined by ongoing tech- 
nical studies. All indieations suggest that 
they are very significant and could well pro- 
pel Brazil to a position of regional and global 
pre-eminence in oil and gas production— 
some analysts estimate Brazil could become 
a top-ten producer of oil. Joining OPEC, however, would be a 
complicated decision fer a country that prides itself on being 
the world’s most efficient producer of biofuels. Besides, it will 
take years for Brazil to become a significant oil exporter. In 
any case, it would be wrong to assume that if and when Brazil 
joins OPEC, it would use such a position to push for higher oil 
prices and create difficulties for the world economy. This 
would not be in the interests of a country that trades with all 
continents and is home to a growing number of global compa- 
nies. In the first government statement about the subject, 
Foreign Minister Celso Amorim said, “It is not part of our 
(Brazilian) vision to participate in a cartel that aims at price 
increases.” He added Brazil would have in mind “the (oil) 
supply needs of poor countries”. 


Many are still skeptical of the Brazilian revival and say that the bubble 
in commodity prices suggests that there’s every chance its economy 
will eventually fall back to earth. Considering that commodities ac- 
count for 53% of all its exports, how well is Brazil prepared to tackie 
the situation? 


Lynn E Dellenbarger 


Founder 
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Paulo Sotero: The short answer: probably less than the au- j 
thorities think and more than the skeptics fear. The healthi- 
est aspect of the current wave of optimism surrounding Brazil 
is that it is more evident abroad than in the country itself. 
Brazilians are very aware of the challenges they face at home 
to produce the changes that are essential for the country to 
harness the current positive economic dynamic and enter a 
path of sustained growth and economic and 
social development. In that sense, the sce- 
nario described by the question is often re- 
ferred to and used as an argument in favor 
of a faster pace of reform by those who con- 
tend that the commodity boom could be a 
passing phenomenon. 

Lynn E Dellenbarger and Lihong Zhu: 
Global warming is taking a lot of farm land 
out of agriculture and food will be in de- 
mand more since populations will in- 
crease. More farm land is being taken out 
of service also as farmers get out of busi- 
ness. That means the total available food on per person ba- 
sis for the world will go down as less food is produced and 
populations rise. Food prices might not go down that much 
since prices are sticky downward. Oil prices are soaring, and 
they say that by the end of the year a barrel of oil will cost 
$150. Farmers need the oil for their crops and truckers need 
it for transportation; and shipping costs will also rise. 
Maybe more rail service in the future. Remember, Brazil can 
sell their soybeans cheaper than the US and EU, and so they 
stand to make a profit off of their agricultural commodities 
in the future. One needs to remember oil in the equation to 
see if the Brazilian growth will subside, as they are not en- 
ergy-efficient. 


Even though Brazil is making its presence felt internationally, it still lags 
behind its counterparts in global competitive index. What are the main 
challenges that need to be addressed to transform the Brazilian 
economy into a true global economic superpower? 

Paulo Sotero: There is a broad consensus in Brazil that in 
order to maintain our current growth rate of 5 to 6% in an 


India, which are witnessing twice the 
growth in Brazil. According to the AHN 
news agency, the Latin American 
nation’s robust economic growth and an 
increasing GDP can be partially attrib- 
uted to the influx of foreign property 
buyers. The relaxation of investment 
rules also attracted foreigners to pur- 
chase vacation homes or buy property 
as an investment. About one-fourth of 
IPOs that were launched last year by 
realty companies targeted a housing 
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deficit of 7.5 million units. Analysts ex- 
pect a short-term boom in real estate, 
due to long-term fixed-rate mortgage 
credit, which was a mirage until re- 
cently. 


Natural resources — 

The much-needed fillip 

Being a global power in agriculture and 
natural resources, the current com- 
modities boom has given the much- 
needed fillip to the economy. The explo- 


sive growth of sugarcane-based biofuel 
ethanol production, which is cheaper 
than petrol, and the upward spiral in 
commodities such as iron ore, soya 
bean, coffee, beef and orange juice have 
injected huge funds into the country's 
treasuries. Besides iron ore, Brazil is 
blessed with huge reserves of miner- 
als, such as bauxite, chrome ore, cop- 
per, diamonds, gem stones, gold, man- 
ganese, nickel, platinum, tin, uranium 
and zinc. Manufacturing amenities 
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environment of continued economic stability and low infla- 
\tion, we will have to tackle the country’s unfinished reform 
agenda. This means that our elected officials and pressure 
groups in society will have to negotiate and reach political 
agreements on how to move forward on the reform of the social 
security system, which is unfair and skewed in favor of those 
who could do with less public support. It means also reforming 
our complex, asphyxiating and regressive 
taxation system, and simplifying labor laws 
that function more as an obstacle for compa- 
nies to hire employees than a mechanism to 
protect the rights of workers, since about half 
of them are in the informal economy. Last but 
not least, a reform agenda in Brazil cannot 
ignore the imperative of creating a better cli- 
mate for small- and medium-size businesses 
A by streamlining regulation and removing 
mandatory procedures whose main purpose 
is to justify the existence of a bloated bureau- 
cracy. This is not to say that Brazil has too 
much government. The challenge is one of resources realloca- 
tion. In key areas of governance, such as law enforcement 
against violent and white-collar crime, environmental protec- 
tion, research and development, health and primary and sec- 
ondary education, an expansion of the states presence has to 
be a priority of a sustained economic growth strategy. 

It is important to point out, however, that few Brazilians 
believe in the notion that Brazil will become a true, global 
economic superpower. We are a realistic and pragmatic bunch. 
Brazilians do not kid themselves about who they are and what 
they can and cannot achieve. A regional power? Yes. Brazil is 
tied by history and geography to South America. Its success is 
bound to have positive repercussions for its neighbors. 

Is it a nation with a considerable presence and a reason- 


' Jable degree of influence in the international decision-making 


process? Certainly. This is especially the case with regard to 
issues that affect the country’s national interest, such as the 
obscene policies of agricultural protectionism by rich nations. 

Is it also a global environmental power, increasingly wor- 
ried about climate change as an economic and security issue? 
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Possibly—provided that we adopt and enforce rational poli- 
cies to protect and harness the unique assets Brazil pos- 
sesses. It is home to the world’s largest tropical forest, with 
the greatest concentration of biodiversity (13% of all known 
animal and plant species live in the country), one of the larg- 
est reserves of fresh water; the nation with the globe’s most 
diverse energy matrix (about 45% of all energy used in Brazil 
is renewable, which compares to 6% in the 
OECD countries); and has the most success- 
ful experience of sustainable production of a 
biofuel (sugarcane ethanol). 


Lihong Zhu 
Head 
Bib-Control Dept 


With the emergence of big economies such as 
Brazil, Russia, India and China, do you think the 
tectonic plates of the global economy will change? 
Paulo Sotero: The global economy is being 
transformed by what Fareed Zacharia percep- 
tively described as “the rise of the rest,” in his 
excellent, recently published book, The Post- 
American World. It is a process driven prima- 
rily by the fast economic growth of the Asian giants. Although in 
comparison with China and India, Brazil’s economic emergence 
appears less impressive, it adds to this transformative moment 
one, important political dimension. It is a western, multiracial 
nation with a maturing democracy whose rise will depend as 
much on continued demand-driven expansion of export com- 
modities and services, as on the quality of policies it adopts at 
home and advocates abroad. Of these so-called BRIC countries, 
Brazil is the quintessential soft-power. 

Lynn E Dellenbarger and Lihong Zhu: Both India and 
China are expected to surpass the US and Japan as the 
world’s largest economies in a couple years; so things will 
change. You are building infrastructure in China, India and 
Brazil, while the improvements to infrastructure in the EU 
and US are declining. India and China now have some of the 
top universities in the world, and students from the US and 
EU are going there now for education, which was not the case 
before. More young Americans are now seeking employment 
in India and China after finishing college education. Things 
will definitely change. 


centered in and around the industrial 
metropolitan area Sao Paulo is an- 
other area of recent value-added ex- 
pansion. Manufactured goods and ser- 
vices have accounted for 55% of the to- 
tal exports in 2007. The emergence of 
companies such as Embraer, 
Odebrecht, Vale and Petrobras on the 
world stage has played a significant 
role in Brazil’s improved economic con- 
dition, and is a true testimony to its 
rising technological brilliance. 
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Embraer, the third largest maker of 
high-flying commercial civilian aircraft, 
is delivering aircrafts world over, in- 
cluding Northwest, Air Canada, Tame 
of Ecuador and Virgin Australia. 
Odebrecht, a construction company in 
the northeast of Brazil, is managing bil- 
lions of dollars worth of international 
projects throughout the Latin America. 
Companhia Vale do Rio Doce (Vale), 
the world’s second-largest diversified 
mining multinational corporation, has 


reserves estimated to last for 500 
years. It is the world’s largest producer 
of iron ore, which is being voraciously 
consumed by emerging nations, particu- 
larly China. Petrobras, the state oi] 
company, has set up a series of deep- 
water drilling projects in offshore fields 
in places as far as Angola, Colombi 
and the Gulf of Mexico. Petrobras dur 
ing the end last year announced that i 
had discovered massive oil reserves ii 
Brazil’s offshore fields like Tupi anı 
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Carioca, the world’s largest oil finds in 
30 years. If these oil fields come into 
operation, they can catapult Brazil to 
the world’s top 10 oil exporters in the 
coming decade. 


Challenges ahead 
It is premature to proclaim that 
Brazil’s economy has diversified enough 
and fundamentally changed. Brazil 
still faces some serious challenges that 
can derail the ongeing economic 
progress. A major portion of credit for 
the economic revival can be attributed 
to the surging commodities prices; a 
change in the trend may deeply affect 
the economy. Another big threat is the 
surge of the Real. Although propelling 
the nation’s GDP into $1 tn-plus value 
of goods and services, it can adversely 
impact the rapidly growing export sec- 
tor, and compel several local businesses 
into foreclosure due to exorbitant costs 
and lack of competitiveness. Moreover, 
Brazil clearly lags behind the savings 
and investment rates of China and 
India. Riordan Roett. Director, Western 
Hemisphere Studies, Johns Hopkins 
University, says “Everything is great in 
the short-term: oil production, biofuels, 
iron ore, airplanes. But the education 
and health systems are lousy. You can 
get super engineers, but you can’t get 
enough decent high school graduates.” 
The concern now is that the oil bo- 
nanza will further diminish an already 
infirm resolve to address the economy’s 
existing structural problems. The big 
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task before the Brazilian economy is to 
convert stability into growth. In the 
past, the government neglected infra- 
structure and that is causing Brazil to 
slip in world competitiveness index. 
Roads and ports are overloaded. Elec- 
tricity demand is growing at 6% annu- 
ally. The opponents of Lula point out 
that he has squandered a mayor portion 
of record tax revenues on the public pay- 
roll, which is pushing Brazil’s tax bur- 
den to around 36% of GDP, twice the 
level of China or India. Government 
debt remains high, at 44% of GDP, as 
the government still spends a signifi- 
cant chunk of interest payments, par- 
ticularly on pensions, which is a major 
cause of concern. Only 16% of GDP is 
directed into investment, compared 
with a Latin American average of 20% 
and 40% in China. 


US credit crisis not significant 

The early years of restored democracy in 
Brazil has experienced steep inflation, 
lackluster economic vitality and politi- 
cal turbulence. But the grim situation 
was brought under control with agegres- 
sive reformation. After years of currency 
fluctuations, Brazil has clamped down 
inflation, attracted foreign investors 
and tackled its social problems effec- 
tively. Headline interest rate (the inter- 
est rate for a mortgage which is used to 
gain the public’s attention and sales) is 
under control at just below 7%, which 
could have pushed most of the econo- 
mies into recession, but it is quite less 
by Brazilian standards. It helped do- 
mestic demand grow by an annualized 
rate of almost 7% in the third quarter of 
2007. Fortunately, unlike oil-rich Ven- 
ezuela, most of Brazil’s exports are not 
made up of any single commodity. Even 
if China prefers to import less Brazil- 
ian iron ore, the good thing is that Chi- 
nese people will keep consuming Brazil- 
ian beef or pork. More importantly, 
Brazil is one of the few fortunate na- 
tions with an ample resource base and a 
comparatively sophisticated research 
infrastructure in promising economic 
sectors like alternative energy and agri- 
culture, placing it in a unique position 
among emerging markets. 
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Brazil has paid back its dollar de- } 
nominated debt, which was the tor- 
mentor-in-chief in the previous finan- 
cial crises. Whenever dollar depreci- 
ated this debt inflated, compounding 
problems further. Now that debt is de- 
nominated in Reals, even if dollar de- 
preciates it lessens government debt. 
This was evident in August last year, 
when the Real lost almost 11%, the 
government debt also considerably re- 
duced. The Brazilian government is 
closely monitoring the current scenario 
in global markets and adopting vari- 
ous measures to minimize the effects 
of the crisis as much as possible. Guido 
Mantega, Finance Minister, Brazil, 
says, “The subprime crisis hasn’t yet 
reached the beaches of Copacabana. 
We are growing free of imbalances and, 
in fact, gradually reducing our depen- 
dence on inflows of foreign exchange.” 
The government thinks that the do- 
mestic market is driving Brazil’s eco- 
nomic growth and that the country is 
fairly integrated with international 
markets in Europe, Asia and the rest of 
Latin America, and not dependent on 
the US overly; that accounts for less 
than 20% of exports. With FDI still 
flowing in from all corners, Brazil’s 
lower external vulnerability keeps the 
country in a much better position than 
ever before to absorb the global finan- 
cial shocks, at least for the time being.» 


-N Janardhan Rao and P S Sarath Chandra 
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Russian Economy 
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Politics Blinds Growth 





Despite a soaring economy, the new Russian president faces challenges— 





more political than economic. 





A key goal of the government in the 
coming years will be to scale down its 
dominant role in the economy. Reducing 
excessive state interference in the economy 
is now an important factor. The state re- 
acts to crises far slower than an economic 
entity acting on market signals. 

- Dmitry Medvedey 


President, Russia 


espite a global financial crisis, 

Russia is on the expansion 

mode against a surge in global 
il and gas prices and increasing con- 
‘umer spending. In the last 10 years, 
‘conomic growth averaged a healthy 7% 
er annum. In 2007, it exceeded 8% 
gainst 7.4% in the previous year. Yet, 
tussia has underperformed in terms of 
rowth compared to the other former 
oviet Republics which have grown by 
n average of nearly 9% over the last 
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three years. There is much apprehen- 
sion about the spiraling real estate 
prices, massive bureaucracy, corrup- 
tion, expensive credit and bad gover- 
nance, which are spurring prices and 
hindering economic development. 

Despite a soaring economy, the new 
President, Dmitry Medvedev faces eco- 
nomic challenges, including corruption 
and a lack of successful structural re- 
forms. Russia has been facing high-in- 
flationary levels as prices went up more 
than 12% in 2007, 1.5% times higher 
than what was initially expected by the 
government. High inflation rates have 
affected people’s real incomes and wel- 
fare and also led to exchange rate ap- 
preciation. 


On the road to progress 
However, Russia has come a long way 
from economic instability to become 


j 
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prosperous in less than 20 years. It has 
become the second largest receiver of 
foreign direct investment among emerg- 
ing markets after Hong Kong, and is 
leading among the BRIC nations. 
Though a majority of Russia’s outward 
direct investment flows are concen- 
trated in the oil, gas and metals sectors, 
companies from telecom, financial and 
retail sectors are also expanding 
abroad. 

The country could overtake Ger- 
many to become Europe’s biggest car 
market this year, with sales reaching 
around 3.3 million. Not just cars, Rus- 
sians are investing big in refurbishing 
ageing steel companies. The country 
has taken up leading positions in 
knowledge-based industries, such as 
space, atomic energy, power equipment 
and others. These industries have be- 
come the main drivers of the country’s 
economic growth. 

The record high oil prices and oil 
boom have left the country awash with 
petrodollars and transformed it into a 
wealthy nation. Foreign exchange re- 
serves have exceeded $470 bn, the 
world’s second largest. Russia now 
boasts of 103,000 millionaires, 55 bil- 
lionaires and 55 million middle class, 
whose lavish spending has seen real es- 
tate prices skyrocket. Real disposable 
income has nearly doubled in the past 
five years and is growing by more than 
10% a year. The young Russians are 
more optimistic about a higher degree 
of control over their future and about 
their country, and wish to leverage the 
unprecedented opportunities in a new 
assertive, aggressive and confident 
Russia. 

The Indo-Russian trade stands at a 
modest $3 bn, and continues to be domi- 
nated by the traditional tea, spices, met- 
als, defense and arms mix. Their collabo- 
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INTERVIEW 





“Russia’s success or failure is not just its own business. The whole of Europe— 
indeed the whole globe—needs Russia to become a success.” 


Elucidate the role played by Viadimir Putin and his 
government in the rejuvenation of Russia? 
First of all, Putin’s two terms as president 
and the governments working under him 
gave Russia the much-needed political sta- 
bility. Especially compared with the turbu- 
lent 1990s and the Yeltsin years, Russia has 
become a much more predictable partner 
and a more stable environment for doing 
business. At the same time, one may ask 
what the beneficial role played by the Rus- 
sian government in ensuring the past suc- 
cess has actually been. The incredibly high 
prices of oil and gas have practically ensured 
Russia’s success, regardless of the measures 
taken by the government. 

In this respect, the Russian 
government’s performance is perhaps less 


than impressive: valuable time has been squandered as in- 





Hiski Haukkala 
Researcher 
The Finnish Institute of International 
Affairs, Finland 





stead of determined reforms the country has simply enjoyed 


the steady flow of cash. In this respect, the single most ben- 
eficial action taken by the government was the establish- 
ment of the so-called stability fund for excess oil revenues 
that has lowered the inflationary pressures on the Russian 
economy and generated a substantial reservoir of cash to be 


-used at a later date. 


cutting edge? 


How do you see the economic development of Rus- 
sia in recent years compared to that of India and 
other emerging economies? 

Russia’s development, as that of all the 
emerging markets, has been very dynamic, 
much more positive than anyone could have 
anticipated after the financial crisis in Au- 
gust 1998. Having said this, Russia’s devel- 
opment is, in one key respect, crucially dif- 
ferent from those of the rest of the BRIC, for 
example, the reliance on energy, especially 
oil and gas, as the main engine of growth. 
This makes Russia potentially very vulner- 
able to price fluctuations that could be out- 
side its own control. As a consequence, 
Russia’s economic success—and the hard- 
won political stability that rests on it— 
could be much more fragile than most 


people especially within Russia appreciate at the moment. 
Do you think weaning Russia away from its overdependence on oil 


revenues is going to be one of the significant economic tasks for the new 
government? What are the other sectors where Russia would be on the 


It is not just one of the significant but the most significant task 


awaiting the new President Medvedev and Putin as the new 


ration in space, nuclear and steel indus- 
tries indicates that the linking between 
the two countries is very strong. Besides, 
it has opened its market to foreign 
manufacturers to successfully establish 
assembly lines in the country. Though 
this may be helpful, the country has to 
further create domestic Original Equip- 
ment Manufacturers (OEMs) for in- 
creasing the competitiveness of its pro- 
cessing industry and promoting its high- 
tech products. Moreover, Africa has 
emerged as a new destination for Rus- 
sian investors. A few Russian compa- 
nies hold raw material reserves in South 
Africa, Gabon, Guinea and Nigeria. Rus- 
sian companies are participating in 
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greenfield investment projects in oil, 
gas, power and mining sectors in Africa. 


Strong, but vulnerable economy 

Despite Russia’s oil-fueled growth, seri- 
ous downsides continue to persist in the 
economy. In 2007, Russia’s GDP grew by 
8.1%, led by an impressive consumption 
boom and a growing middle class. But 
the short-term economic growth has ac- 
celerated above its long-term trend, 
which is a clear sign that the economy is 
overheating. Both IMF and World Bank 
say that the economy is overheating and 
domestic demand is outpacing growth. 
If imported inflation is part of the prob- 
lem, so are tightening infrastructure 


constraints and rapid growth in wages 
that is faster than productivity. 

At the same time, turmoil in global 
markets and declining capital flows 
pose risks to the economic expansion. 
While the banking system in Russia is 
consistently growing stronger, it is still 
small when compared to its emerging 
market economies. The country’s in- 
vestment climate, especially in Small 
and Medium Enterprises (SMEs), still 
confronts challenges such as massive 
bureaucracy, expensive credit and bad 
governance. Besides, Russian banks 
concentrate mostly on high-margin con- 
sumer credit and not low-margin busi: 
ness credit that would help the 
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Prime Minister. This is also widely acknowledged by Russians 
themselves. At the moment, the question seems to boil down to 
‘how’ Russia plans to achieve this goal. Currently, the opinion 
holding most sway in Russia seems to be the one according to 
which Russia can make it to the top league through its own 
means and policies: the method chosen seems to be economic 
nationalism and protectionist state-capitalism, and the culti- 
vation of so-called national champions in several fields of in- 
dustry. In the light of Russia’s previous track record and future 
challenges, the strategy seems dangerously complacent, and 
has a high risk of resulting in serious problems, or at least 
severely suboptimal economic results for Russia. 


Despite booming demand and record prices, Russia’s oil industry faces 
problems. What are the reasons behind this? 

The problem is the chronic underinvestment in new fields 
and production capacity. The Russian companies and gov- 
ernment claim that the situation is being rectified, but the 
situation looks mixed at best. On the one hand, the govern- 
ment and key industries have the economic resources to in- 
vest heavily. But on the other hand, the recent wrangling 
over the ownership of key assets as well as the fate of pro- 
duction sharing agreements have undermined some of the 
Western confidence in Russia. This comes at the time when 
Russia should be forging long-term strategic alliances with 
other key players to ensure that it gets the kind of technology 
and know-how to upgrade its production facilities. Without 
basic trust in Russia and its business environment, the kind 
of international transfers of know-how will in all likelihood 
be fairly short in coming. 


What are the biggest barriers to Russia's economic development? 
What are the major areas where the new government would have to 
concentrate on to drive the economy? 

The biggest problem is the aforementioned reliance on the 
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energy sector to fuel Russia’s growth. The second are the prob- j 


lems related to Russia’s internal culture and society: corrup- 
tion, inefficiency, excessive bureaucracy and so on and so 
forth. These two issues are related. On the one hand, the easy 
energy cash is feeding corruption and waste. On the other 
hand, the successful diversification of the Russian economy 
requires the solving—or at least ameliorating—of the soci- 
etal problem. This is a genuine chicken and egg dilemma that 
Russia finds itself in at the moment and there are no easy 
fixes available. 


With inflation, infrastructure, corruption and higher labor costs plagu- 
ing the competitiveness of many Russian businesses, what radical 
measures are required to rectify these problems? 

Full integration into the world economy is the best antidote 
to all of Russia’s economic worries. Although painful in the 
short-term, over the longer-term it would force the non-com- 
petitive parts of the Russian economy to fade out, while cre- 
ating the necessary rules of the game and international ac- 
cess to the good ones to flourish. This would mean accepting 
and implementing a set of international norms and obliga- 
tions to enter the WTO fully and to develop closer forms of 
economic integration with Europe. Unfortunately, at the 
moment, there seems very little signs of this transpiring in 
the near future. 

Russia’s success or failure is not just its own business. The 
whole of Europe—and indeed the whole globe—needs Russia 
to become a success. The danger at this moment is that instead 
of applying true and tested recipes of economic liberalism and 
integration, Russia is trying to reinvent the wheel by relying on 
its own means alone. The danger here is that economic nation- 
alism and protectionism is a sub-optimal strategy that is un- 
likely to yield the kind of sustained economic growth that 
would be required to turn Russia permanently around into one 
of the economic nerve centers of the world. 


country’s SMEs grow. Other issues such 
as corruption and lack of trust in insti- 
tutions are dampening the domestic 
and foreign investor sentiment. 


Ailing oil industry 

The economy depends on basic materi- 
als and export of commodities such as 
oil, natural gas, metals and timber, 
which comprise more than 80% of ex- 
ports and contribute more than 30% of 
government revenues, with oil account- 
ing for about 60% of total exports. How- 
ever, the ailing oil industry could pose a 
serious threat to the economy. Russia’s 
oil industry needs an investment of $1 
tn during the next 20 years just to main- 
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tain production of 10 million barrels a 
day. Current production is still from the 
exploitation of oil fields discovered dur- 
ing the Soviet era. 

The country has a paucity of large 
new fields and new project delays would 
only make the situation worse. Besides, 
Russian oil firms pay three separate 
taxes on their activities, and this stag- 
gering tax burden limits any scope for 
exploration and production. High taxes 
as well as the escalating costs of main- 
taining old fields and developing new 
ones limit Russia’s ability to expand oil 
production in the medium-term. Em- 
phasis on development of new fields or 
enhancing the efficiency of existing ones 


would be desirable. Mikhail Fridman, 
Chairman, Alpha Group Consortium 
Supervisory Board, opines, “Under the 
current system, the government swal- 
lows most of any company profits above 
$25 per barrel. That means that high oil 
prices become a nearly irrelevant 
stimulus for industry improvements.” 
To stimulate the industry, there is a 
need to reduce taxes on oil production, 
encourage new projects and make the 
needed investments in the manufactur- 
ing sector and infrastructure. 


Beyond oil 
Though Russia received a capital flow 
of $82.3 bn in 2007, almost double the 
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previous year’s figure, most of it went 
into the energy and mining sectors. 
These sectors received as much as 50% 
of total FDI inflows, while manufactur- 
ing industries received enly 15%. With 
a lack of investment in mon-energy sec- 
tors, the international competitive- 
ness of Russian manufacturing has 
stayed more or less at the same level of 
the Soviet era. The companies have to 
introduce new technologies and update 
production standards to catch up with 
their peers. Sustainable national de- 
velopment is assured only when the 
country develops its technology base. 
Hence, building up edges in innova- 
tion-geared sectors and high-tech in- 
dustries would be central to 
Medvedev’s term. 

On the other hand, shortage of ad- 
equate number of specialists to run 
their industries is yet another prob- 
lem. It lost a significant number of its 
specialists to the developed nations 
decades ago. The private sector is now 
concentrating its focus on major Rus- 
sian universities and offering the 
needed capital to produce specialists 
in law, management and economy. 

Therefore, a key task for the govern- 
ment is to grant tax incentives to com- 
panies that invest in training and R&D, 
train personnel and attract skilled-la- 
bor migrants. The government needs to 
encourage investment in sectors such as 
highways, water supply, sanitation, 
schools and building ships, aircraft and 
tanks, for which many state corpora- 
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tions were established in the last few 
years. 


Policy implications 

Russia diverted a stable flow of re- 
sources from oil revenues to the budget 
and the remainder to the stabilization 
fund. This helped reduce the country’s 
massive debts. But it faces serious fis- 
cal risks that threaten to undo the gains 
from fiscal reforms. The new govern- 
ment could prepare to expand its non- 
oil tax base and its associated rev- 
enues. 
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proving the business environment, en- _ 
couraging new public-private partner- / 
ships, and deepening the open tradin 
environment. The economy is often 
plagued by unreformed education, pen- 
sion and healthcare systems and a dys- 
functional judiciary. The government 
would need to increase public expendi- 
ture on health above the current 3.5% of 
GDP. It has made little progress in 
building the rule of law, the bedrock of a 
modern market economy. 

With uncertain property rights and 
systematically ignored shareholders’ 


With uncertain property rights and systematically 
ignored shareholders’ rights, banks remain un- 
willing to lend long-term loans at reasonable 


rates. 


Though the economy is booming, 
there remain important policy chal- 
lenges ahead. Earlier, the government, 
concerned with the appreciation of its 
currency, maintained a stable exchange 
rate leading to high capital inflows en- 
couraging inflation. The major chal- 
lenge now is controlling inflation for 
sustaining high rates of economic 
growth. This can be supported by struc- 
tural reforms, especially in infrastruc- 
ture projects to sustain rapid productiv- 
ity growth. 

Yet, the major challenge on the 
structural reform front remains im- 


Russia Getting Ahead Among the BRICs 


Outward direct investment stocks, USD bn 


Source: UNCTAD (2007), DB Research 
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rights, banks remain unwilling to lend 
long-term loans at reasonable rates. 
This necessitates strengthening of judi- 
cial efficiency, protecting property 
rights, and more importantly less gov- 
ernment interference in the economy. 
Yet, the new government may face a dif- 
ficult task in identifying niche sectors 
that will help the nation sustain its eco- 
nomic stability. A bold and visionary 
leadership to advance the agenda for an 
optimistic future is needed now more 
than ever before. 

However, IMF predicts that due to 
rising energy prices, the Russian 
economy is in a position of strength. It 
says that the last decade’s impressive 
growth is likely to continue into the fu- 
ture and Russia will begin to catch up 
with other countries. 

However, the long-term success and 
stability of the economy depends on two 
significant measures: lowering infla- 
tion would create a stable economy 
which would encourage investment and 
fuel future growth; and diversifying be- 
yond oil is needed to ensure long-term 
growth and protection against shocks in 
the energy market.«# 


— N Janardhan Rao and V Ratna 
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ndian Economy 


Slowdown Looms 





The growth story of the Indian economy was driven by a strong performance 
from the service and construction sectors. However, the rate of expansion is 
slowing against increasing concerns of high inflation caused by rising food 
and fuel prices. 


Just as positive global factors sup- 
ported India’s expansion earlier, negative 
global factors, such as surging commod- 
ity prices and growing investor risk aver- 
sion, are now threatening to pull its 
growth below potential. 

~ Chetan Ahya 

Executive Director and the India & 
South East Asia economist 

at Morgan Stanley 


e Indian economy is plummet- 
ing with weakening export mar- 
kets, higher inflation and short- 

age of talented workforce. Besides, the 
industrial growth has fallen to a disap- 
pointing low as wholesale prices inch 
higher. The double-digit inflation has 
been causing sleepless nights to the 
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Finance Ministry. Standard and 
Poor’s, the global rating agency, con- 
firmed the economic downfall and 
warned that it might lower India’s sov- 
ereign rating of BBB- (investment- 
grade status) due to the country’s dete- 
riorating credit profile over the last 12 
months. According to the Economist 
Intelligence Unit, economic growth will 
slow to 7.7% in the current fiscal from 
9% in the previous year, and the growth 
will be driven primarily by domestic 
demand and consumption. Amid glo- 
bal financial turmoil, a slowdown 
looms over India’s economy. Even sus- 
taining, the present growth level is a 
great achievement, especially when 
the world economy is going through an 
extremely difficult phase. Planning 
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Commission Deputy Chairman 
Montek Singh Ahluwalia predicted 
that fiscal 2008-09, by all accounts, 
was a bad year for the world economy 
and India’s growth rate would be im- 
pacted adversely. 


Caught in the inflation spiral 

Asian countries are facing the inflation 
spiral, which was brought on by mul- 
tiple upward pressures on prices com- 
pounded by supply constraints. In fact, 
the social and economic implications of 
the inflation threat overshadowed even 
the concerns of a global slowdown 
sparked by the subprime crisis. The 
Asian Development Bank (ADB) in its 
new report suggests, “For a number of 
years, this region has been growing eco- 
nomically at breakneck speed and now 
it is comihg up against speed limits.” 
The skyrocketing food and fuel prices 
are strong factors behind the surge in 
inflation; structural factors are also be- 
ing at work. The report also cites the 
other reasons behind the economic 
slowdown of the region, which include 
infrastructure bottlenecks and skill 
shortages arising from rapid growth 
that are forcing up prices and wages. A 
the same time, in some countries 
money supply is expanding beyond cen 
tral bank targets because of burgeoninj 
current account surpluses and the accu 
mulation of foreign reserves. 

Inflation pressure is not limiting il 
self to Asia alone, but has become a gic 
bal phenomenon. And now policy mak 
ers are struggling to control mountin 
inflation rate. The report says, “Despit 
administrative measures and subs 
dies introduced by some countries | 
rein in prices, inflation is expected ' 
spike in 2008 and could hit a decad 
long regional high.” ADB urges poli 
makers to tackle inflation at its rool 
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“The current moderation in GDP growth is attributed to a slowdown in demand due to 
high interest rates and, to some extent, the appreciation of the rupee.” 


Do you think the fast growing Indian economy is on 
a downward curve amidst the forecast of slowest 
rate of GDP growth of 8.6% in the current fiscal? 
Kaushal Sampat: There has definitely 
been a moderation in the growth rate. How- 
ever, despite the odds (high interest rates, 
rupee appreciation, rising oil prices) the in- 
vestment cycle has continued to remain 
strong. In FY07, the real investment rate 
stood at around 33.8%, and we expect this 
rate to rise during the next couple of years. 
Therefore, assuming an Incremental Capi- 
tal Output Ratio (ICOR) of around 3.75 to 4, 
_ GDP growth is likely to remain above 8.5% 
during the next couple of years. Policy ini- 
tiatives taken by the government and the 
RBI, in the interim period, will push the growth further. 
Amir Ullah Khan: It is true that what is going on right now 
points to a possible slowdown by way of a recessionary trend 
in the US economy, a slowdown in investments, the threat of 
a bad summer and therefore a slowdown in agriculture, the 
strengthening rupee, etc. However, what is ignored is the 
momentum that keeps the Indien economy going strong. 
There is always a tendency to read too much into the capital 





Kaushal Sampat 
COO, Dun & Bradstreet (D&B) India 
Mumbai 





market trends and that is not necessarily 
the barometer. What instead should be 
seen is the manner in which exports have 
held steady despite the weak dollar, the IT 
industry that holds its own against invest- 
ments going down in manufacturing, and 
the impact of some recent big ticket initia- 
tives in rural areas like the NREGA and ` 
Bharat Nirman. 4 
Raveendra Batra: Indian economy has 
performed exceptionally well since 2005, 
with GDP growth averaging between 8 and 
10% per year. There was a slight slowdown 
in the fourth quarter of 2007 , when the an- 
nualized growth rate fell to 8.4%, still very 
respectable although not as torrid as the 
9.1% pace in the same quarter in 2006. Slowdown is likely to 
continue because of a number of reasons, the chief being the 
high price of oil. 

According to the cycle of inflation that I have updated in 
my new book, The New Golden Age: The Coming Revolution 
against Political Corruption and Economic Chaos, oil prices 
will keep rising or stay high all through the current decade. 
This will happen regardless of the state of the world economy. 


For some economies, this could mean a 
more flexible exchange rate. In others, 
fiscal spending and priorities could be 
scrutinized, or measures taken to ease 
supply bottlenecks that are adding to 
cost pressures. IMF, in its latest East 
Asia Economic Update, has warned 
about inflation levels. Besides, the eco- 
nomic slowdown in the US, the Euro- 
pean Union and Japan will have a big- 
ger impact on the region—China in par- 
ticular, which is more open to trade 
than India. 


What led to the concerns? 


n the recent past, RBI raised interest 
‘ates repeatedly to restrain inflation 
ind tightened banks’ reserve require- 
nents. Interest rates at a six-year high 
mpacted industrial production and re- 


2 | August 2008 | 


strained consumption demand. A slow- 
down in the industrial sector is serious, 
and a healthy growth of this sector is 
needed for sufficient employment 
growth. Meanwhile, high interest rates 
have led to a stronger currency, making 
the country’s exports more expensive on 
world markets. Export growth decelera- 
tion is very significant in rupee terms; 
5.34% during the first half of this fiscal. 
Thus, going forward, further slowdown 
impacts the country’s GDP growth 
badly. 

There is great concern that the 
credit market crisis may make it 
tougher for foreign institutions to invest 
in India. A slowdown in FDI invest- 
ments on account of tightening global 
liquidity and higher domestic interest 
rates are affecting the current invest- 


ment boom. Also, the restrictions on 
easy accessibility of foreign funds and 
political uncertainty arising from the 
forthcoming elections are not conducive 
for investment demand. Besides, the 
fears of a global slowdown led by the US 
and a deceleration in Western Europe 
are bound to have some adverse impact 
on India. 


Still on a roll? 

China’s economic growth is driven by 
exports, while India’s growth is driven 
mostly by domestic demand. The In- 
dian government is hopeful that the 
strong fundamentals of the economy 
would continue to attract Significant 
investments in the equity market 
from abroad. The rate of Gross Fixed 
Capital Formation (GFCF) to GDP 
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i look at the changing skyline would be 
enough evidence to the contrary. With more 
A than $420 bn being invested in infrastruc- 
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il prices for the 1980s and the 1990s, and high prices for the 
2000s. Since these forecasts have come true, my confidence in 
the inflation cycle has strengthened, and I continue to expect 
the petrol price to keep rising till 2010. Secondly, the US is 
entering a period of recession; this will also crimp growth in 
the world as well as India. 


Y first developed this cycle in 1982 and used it to forecast low 


To maintain the current GDP growth tempo as well 
as to achieve double-digit growth, the country’s 
poor infrastructure is always acting as a drawback. 
How fast could infrastructure spending grow in India 
to catch up with countries like China? 

Amir Ullah Khan: It is true that India 
lacks world-class infrastructure. But one 


ture (actually the total should surpass 
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tation bottlenecks. Given the acute awareness of this prob- 
lem, and in view of the development experience of nations like 
China and Japan, it is possible to achieve this ambitious 
target. However, foreign investment will have to be permitted 
a bigger role in this regard. FDI will have to risen even faster 
than before, which, in view of India’s current popularity with 
US multinationals, should not be a difficult task. 


What are the concern areas that will influence the 
economy? What are the policy initiatives to be taken 
to stimulate the pace of economic expansion? 

Kaushal Sampat: The current moderation 
in GDP growth is attributed to a slowdown in 
demand due to high interest rates and, to 
some extent, the appreciation of the rupee. 
The tight monetary policy stance taken by 
the RBI was in response to excess liquidity 
and rising inflationary pressures. Now with 
inflation being more or less contained and 


$600 bn if ancillary activity in included), Amir Ullah Khan given the widening interest rate differential, 
India is the world’s largest spender on in- Director we expect the RBI to reduce domestic inter- 
frastructure. Roads, airports and power India Development Foundation est rates during the course of 2008. This 
generation capacities are being rapidly Gurgaon would be necessary to boost domestic de- 


upscaled. By 2010, Indian infrastructure 
would have come of age. 

Raveendra Batra: For a country that is growing so fast, 
India’s infrastructure is perhaps the poorest in the world. 
Thus far, it has not been a big drag on economic growth, but it 
could be so in the near future. The nation needs to double its 
spending on the construction of ports, roads, railways, power 
plants among others to sustain its growth potential. The in- 
frastructure spending must rise from the current 5% of GDP 
to as high as 10% to end power blackouts and ease transpor- 





mand (especially, in view of a likely decline in 
external demand). While liquidity would con- 
tinue to be a concern for sometime, it could be addressed 
through the Market Stabilization Scheme (MSS), Cash Re- 
serve Ratio (CRR) and Liquidity Adjustment Facility (LAF). 

Rising crude oil prices and high food articles prices, how- 
ever, continue to pose risks to the current price scenario. Given 
that we have not yet experienced the complete pass through of 
high global oil prices and given the high fiscal costs of issuing 
oil bonds, global crude prices remain a key concern. 


was at the highest level with 34.6%, 
though the growth fell to 21% in the 
financial year 2008. Indian Finance 
Minister Chidambaram affirms, 
“This is an unprecedented level of in- 
vestment and shows the firm founda- 
tions on which the growth acceleration 
has been built.” Also, since a large 
part of GDP growth is driven by the 
demand from construction and ser- 
vices, which is still high, the overall 
growth has increased. The principal 
engine of India’s economic growth is 
investment demand. Though the aver- 
age rate of implementation of invest- 
ment projects (i.e., ratio of projects 
under implementation to total an- 
nouncement) has come down signifi- 
cantly, the overall picture is far from 
depressing. The pick up in industrial 
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activity by capital goods makers, such 
as Larsen & Toubro and Bharat 
Heavy Electricals Ltd., has kept the 
investment demand high. 


Infrastructure woes 

Attention could be paid to improve the 
infrastructure and make public sector- 
driven fundamental issues such as 
education and human resources more 
effective to sustain high growth. Lack 
of proper infrastructure is hindering 
growth. India’s infrastructure develop- 
ment has so far been predominantly 
public-financed. The need of the hour is 
greater incentives towards public and 
private partnerships for the infra- 
structure projects. Since investment 
and savings are growing, efforts to- 
wards improving the capital output ra- 


tio by a focus on better management of 
resources should be accompanied. This 
is of great importance in the context of 
the role of the public sector in infra- 
structure development. According to a 
CII report, given the lag in the infra- 
structure sectors of the economy, huge 
investments would be required to sus- 
tain the growth momentum. The coun- 
try needs about $320 bn over the next 
five years towards the creation of new 
infrastructure. 

Jagdish Khattar, former MD, 
Maruti, says that only a few companies 
were bagging most of the infrastructure 
projects which could lead to delay in 
implementation. He asks the govern- 
ment to provide support in execution to 
ensure that there is no backlash. An- 
other significant challenge the economy 
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With respect to feod articles prices, although the govern- 
ment has taken short-term measures such as a reduction in 
customs duty on the import of certain commodities, these 
measures will have a limited impact, given that supply side 
constraints in global markets are strong. We therefore expect 
the government to take steps to enhance investment in the 
agricultural sector and in particular, in irrigation systems. 
Currently, irrigated area in India is only 34% 
of the net area sown. Further, the available 
infrastructure is ageing: almost 60% of 
dams in the country are more than two de- 
cades old. There is also a need to facilitate 
price awareness amongst the farmers. This 
could be done through public-private part- 
nership initiatives using self-help groups, IT 
and microfinance institutions. This would 
help reduce price distortions and enhance 
the efficiency of the storage and distribution 
networks. 

It is estimated that investments in over- 





Raveendra Batra 
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Raveendra Batra: The major area of concern will be the ris: 
ing inflation because of India’s torrid growth and the RES 
price of oil. This will necessitate higher interest rates and 
that will surely cool down the tempo of growth. Unfortunately, 
there is nothing that India can do about the soaring cost of 
petroleum, which is set at the New York Mercantile Exchange 
(NYMEX) by multinational oil companies and by the oil 
hedge funds. Demand and supply no longer 
play much role in the determination of 
petrol costs, which will keep soaring under 
one excuse or another until the collapse of 
the US financial system. The OPEC is also 
powerless in this regard, because just a de- 
cade ago oil fell below $12 a barrel, and the 
oil cartel could do nothing to prevent it. But 
by now, the global oil industry has become 
extremely monopolistic with regional mo- 
nopolies setting the price of petroleum as 
well as oil. Their modus operandi has been 
to close down petrol stations and nearly 


all infrastructure will need to increase from Professor of Economics eliminate competition at the pump. The end 
the current level of 4.5% of GDP to about 8% Southern Methodist University result is the soaring price of petroleum 
of GDP in order to sustain the current growth Dallas, Texas along with oil. 


momentum. We ean therefore expect the gov- 
ernment to continue to enhance investment 
in this sector through measures such as the promotion of pri- 
vate-public partnerships. 

Amir Ullah Khan: The concern areas really are in education 
and skilling. There is an urgent need to free up both primary 
and higher education. The investment going into this sector is 
really small and any amount of increase in government ex- 
penditure is not going to help the 50% that never go to school 
and the 98% whe never go to college. In addition are the old 
bottlenecks of transaction costs due to segregated and differ- 
entiated markets particularly in agriculture, poor access to 
healthcare, naxalism and the new wave of regionalism and 
racism. 





How far is the US economic recession going to 
impact the Indian economy? 

Amir Ullah Khan: Very little. There has been talk of how 
70% of Indian software exports go to the US and that 15% of 
all exports go to the US. However, India’s export sector has 
shown great resilience in the face of the US slowdown and is 
now increasingly broad-based. A free trade agreement or the 
like with the European Union will further add to the export 
diversity and the insulation against the US economy. 
Raveendra Batra: The US economic recession is not likely to 
significantly hurt the Indian economy; unlike China, India is 
not overly dependent on American growth. India’s wages are 
rising to create a viable domestic market, which by itself can 


has to overcome is improving the deliv- 
ery system. Most of the development 
spending and capital invested in im- 
proving primary education and 
healthcare is coming to naught due to 
the inefficiencies in the unreformed ad- 
ministrative mechanism, corroded by 
apathy and corruption. Delivering 
projects without cost and time overruns 
is an important issue standing before 
che government. 


JS recession implications 

[he recent World Bank report reveals 
hat economies of developing countries 
vill not be directly affected over the 
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next two years by either the US 
subprime mortgage crisis or a US eco- 
nomic recession. Andrew Burns, au- 
thor of the latest World Bank report— 
“Global Economic Prospects 2008: 
Technology Diffusion in the Developing 
World”—opines, “The US subprime 
crisis will have a limited effect on the 
developing countries because the in- 
herent resilience among developing 
economies is helping to mitigate the 
US slowdown. That doesn’t mean de- 
veloping economies are completely 
decoupled from problems in the US be- 
cause of the integration of the global 
markets.” 


Developing countries would feel 
the impact, but it would be overshad- 
owed by the domestic dynamism that 
we are seeing in countries such as In- 
dia, China and other Asian countries. 
In developing countries such as India, 
technology is responsible for the 
strong economic performance. Burns 
Suggests, “Progress in developing 
countries reflects the absorption of 
‘pre-existing’ technologies and not ‘at- 
the-frontier’ inventions. Unless the 
countries maintain openness to trade, 
increase foreign direct investment 
and bring in new investments fueling 
innovation, such strong growth would 
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\sustain high growth. So India’s growth model can withstand a 
US recession; but it cannot withstand high oil prices that now 
pose the biggest danger to the global economy. The much bal- 
lyhooed US housing crisis and the resultant recession are 
partly the result of soaring oil. 


India grew 13% per annum in real dollars during the four-year period 
spanning 2003-04 to 2006-07. If this rate is maintained and the US 
economy grows at 3% per annum, India will become two-fifths of the US 
economy in just two decades. Please Elucidate. 

Kaushal Sampat: India’s nominal GDP in FY07 was close 
to US$900 bn (using the Rs-US$ exchange rate in the year 
2000), while US GDP (in 2007) was close to US$14 tn. 

If India were to continue to grow at 13% p.a. (using the 
Rs-US$ exchange rate in 2000) and the US at 3% p.a., then 
by the year 2027, India’s GDP would be US$10 tn and US 
aed would be US$25 tn (i.e., two-fifths of the US 

conomy). 

Amir Ullah Khan: This is a simple calculation that takes 
into account the differential rate of growth between the two 
countries. We are already close to becoming a trillion dollar 
economy and therefore poised to go past Japan. The US 
and China will be ahead of us for a long time to come, un- 
less the 3% growth that the US fancies also does not hap- 
pen. 

Raveendra Batra: Owing to the rising value of the rupee 
with respect to the US dollar, India’s growth rate appears 
stronger in dollar terms. The law of compounding suggests 
that if India annually grows faster than the US by 10%, the 
Indian economy could then indeed grow enough to become 
two-fifths of the US economy in just two decades. But will 
this actually happen? I am not so sure. There is an inherent 
tendency among scholars to project the present onto the fu- 
ture. Every decade has its own unique character, and the 
next decade is expected to be a decade of global economic, 
social and political turmoil. This follows from the law of 
social cycle that I have successfully used in the past to fore- 
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cast things like the fall of Soviet communism and the rise of 
priesthood in Iran. One day, India will indeed rise to be 
among the leaders in the world, but it would occur only after 
an interregnum of uncertainty and pain. The coming decade 
could be extremely painful. 


What’s in store for Indian economy in the current fiscal? When will India 
achieve its ambition of a 9-10% growth rate on a sustained basis? 
Amir Ullah Khan: In the current fiscal year, the challenge 
will be the political economy. A government that wants to 
retain power without clarity on its leadership will try all it 
can to do so. But at the moment, India’s political future looks 
completely uncertain. And in this scenario, it is difficult to 
make predictions. What however remains is the fact that ru- 
ral growth is essential, non-agricultural growth is due, man- 
power shortages need to be tackled, and the heavy investment 
in rural India must continue. 

Raveendra Batra: I think 8%+ growth rate is attainable 
this year; after that the high price of oil is likely to sharply 
dampen India’s and global growth. The 10% rate is not likely 
anytime soon, but could occur toward the end of the next 
decade. 


Other issues... 

Raveendra Batra: Today’s scholars use modern economic 
and political theories to make economic and social projec- 
tions. Their computer-driven answers usually turn out to be 
right when the questions deal with the short run. But in the 
long run, their projections are mostly erroneous, because each 
decade has its own somewhat unique characteristic. And 
some decades turn out to be momentous. The cycles that I 
have developed and applied to our problems can answer both 
the short run and long run questions. That is why I suggest 
that people read history to learn from the past and avoid 
travails of the future. 


Interviewed by N Janardhan Rao and V Ratna 


not be sustainable.” On the whole, a 
slowdown among developed econo- 
mies may not have a major impact on 
domestic economy. On the flip side, 
the pressure on prices of oil, food and 
other raw materials is likely to con- 
tinue making inflation management 
quite a challenging task in the current 
fiscal. 


Slowdown or inflationary 
pressure? 

India, Asia’s third-largest economy has 
expanded at an average of 8.6% over the 
past four years and is poised for another 
year at a similar pace in 2007-08. It is 
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much less dependent on the external 
markets than the Chinese economy. 
Echoing this, C Rangarajan, Chairman 
of Prime Minister’s Economic Advisory 
Council, who is optimistic about the 
economy, says, “While some export de- 
mand compression is likely to put an 
additional burden on our exports of 
goods and services, it is unlikely to be 
large enough to significantly depress 
growth.” Despite a surge in the value of 
the rupee against the dollar, higher in- 
terest rates and record global crude oil 
prices, policy makers are confident of 
maintaining a growth momentum. On 
the other hand, the economy is slowing 






down faster than what was expected 
about two months ago. For the current 
fiscal, even achieving a 7% growth is go- 
ing to be a challenge for India. More and 
more news keeps appearing everyday in 
the form of an oil price hike or inflation 
and is creating a situation where busi- 
nesses will postpone decisions to in- 
vest. It is going to be a tightrope walk for 
the Finance Ministry to sustain the 
pace of growth while controlling 
inflation.s= 


— N Janardhan Rao 
with inputs from V Ratna 
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Annadānam Scheme 


According to ancient scriptures, Annadānam, 
or the donation of food, is the supreme act of 
Charity. 


The Alpha Foundation provides high quality 
education and nutritious mid-day meals to more 
than 10,000 children from poor families. The 
Foundation also provides meals to inmates of 
homes for the aged and the destitute. 


You are welcome to contribute to this unique 
AnnadGnam scheme. Please send your 
contributions (by Cheque/DD) to: 


The Alpha Foundation, 
# 104, Nirmal Towers, 


ver |, i id- meal 
Megacity # 200, Dwarakapuri Colony Over 1,000,000 mid-day meals 


Panjagutta, Hyderabad 500082, provided free 
Andhra Pradesh, India ; 
Tel: 040-23423115 /16/17/18: to more than 10,000 children 


E-mail: alpha@icfai.org in just one year... 


All donations (Rs. 500 and above) are exempt 
from Income tax under Section 80G. 





The Alpha Foundation 


* Quality education for underprivileged children 
* Public-Private Partnerships 

* Community development initiatives 
* Cultural programs to promote national integration 





To know more about the activities of 
the Alpha Foundation, please visit: 


www.alphacharities.org 











\ 


Regional Economic Integration 


The Chinese Way 
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Chinese regionalism presents a distinctive blueprint pattern of regionalism, 
primarily motivated by political or geopolitical considerations rather than 
economics. 


— M Ulric Killion 


Independent Scholar; Visiting Professor of Public International Law, 


Shanghai International Studies University 
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mies commenced the pursuit of 

market-driven economic develop- 
ment via the vehicles of investment, 
trade and regional cooperation. It is eco- 
nomic dynamism accelerated by the 
world multilateral trading system and 
its international economic institutions 
such as the World Bank, IMF, GATT 
and then later, the WTO. It is also a pe- 
riod corresponding to the end of Cold 
War (1945-1991). Some view this ear- 
lier period of growth in Asian econo- 
mies as a chain reaction that com- 
menced with a surge in the economic 
growth of Japan in the 1960s. In the 
1970s, the dynamism of Japan’s 


|: 1989, East Asian regional econo- 
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economy spread to contiguous areas 
such as Taiwan, South Korea and other 
newly industrializing economies. In 
the 1980s, the contagion of economic 
growth spread to the Association of 
Southeast Asian Nations (ASEAN) 
and China. A chain reaction would also 
eventually spread to the more remote 
contiguous areas of India and Paki- 
stan. Asian economies, as a whole, ex- 
perienced an Asian real annual Gross 
Domestic Product (GDP) that doubled 
the world’s averages, reportedly 5.6% 
in the 1970s, 6.9% in the 1980s, and 
7.4% in the early 1990s. In the follow- 
ing years, China’s economic growth 
rates would surpass all others. 
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In the early 1990s, the World Bank 
predicted that in the early days of the 
new millennium, China would overtake 
the US as the largest economy in the 
world. In November 2006, as reported in 
the Wall Street Journal, former World 
Bank Chief James Wolfensohn warned 
Western countries of an economic future 
and altered balance of power domi- 
nated by China and India. Based on pro- 
jections by investment bank Goldman 
Sachs, Wolfensohn predicted that 
within 25 years the combined GDP of 
China and India would exceed that of 
the G7 nations. China, by 2030 to 2040, 
would become the world’s largest 
economy. By 2050, “China’s current $2 
tn GDP is set to balloon to $48.6 tn, 
while that of India, whose economy 
weighs in at under a trillion dollars, 
would hit $27 tn.” He also highlighted 
the recent and substantial investments 
of both China and India in Africa, as ex- 
amples of how these two emerging gi- 
ants are exercising their increasing glo- 
bal influence. Indeed, “The world has 
been put on notice that Africa is no 
longer the basket case that everybody 
had historically thought it was, but is 
now front and center in terms of devel- 
opment by India and China.” The rise of 
these two powers is a phenomenon 
manifesting a return to form rather 
than a novelty, because these two coun- 
tries “had accounted for 50% of global 
GDP from the 1500s until the indus- 
trial revolution reduced that to between 
5 and 7%.” 

The history of China’s regional eco: 
nomic integration also corresponds t 
the ending of the Cold War, because the 
post-Cold War era (i.e., after 1991) i: 
one of growing global economic tension: 
rather than cultural or ideological ten 
sions. These global economic tension 
evolved out of fear that at the close c 
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the Cold War, the US would not be able 
to resolve its trade disputes with Eu- 
rope and Japan. Given the perceived 
threat of the US retreating into eco- 
nomic isolationism because of these un- 
resolved disputes, there was the fear of 
the formation of three major trading 
blocs based on the dollar, yen and 
deutschmark. The January 1, 1994 cre- 
ation of the North American Free Trade 
Agreement (NAFTA) by Canada, 
Mexico and the US only heightened 
these fears. A fear of exclusion from a 
regional trade agreement, such as a yen 
bloc, European Community bloc and a 
dollar bloc in the Americas, drives the 
foreign diplomacy and international 
trade policy of many developing coun- 
tries and economies such as China. 
The most common form of regional 
trade agreements, preferential trade 
agreements, customs unions and free 
trade areas euphemistically refer to 
Free Trade Areas (FTAs). Many now 
recognize the US FTAs, alongside the 
European Union’s (EU) FTAs, as the 
most far-reaching in terms of achieving 
substantive change, including legal 
grounds for achieving substantive 
change in the social and economic poli- 
cies of other countries and economies. 
Following the signing of these FTAs, 
substantial changes in the social and 
economic policies of these ‘other’ coun- 
tries and economies are generally at- 
tributable to US-tfriendly standards for 
investor privileges, environmental pro- 
tection, workers’ rights, intellectual 
property rights, deregulation of service 
industries and privatization in general. 
From the more comprehensive FTAs to 
the least comprehensive ones, these 
FTAs follow a blueprint pattern with 
the strongest FTA to date serving as a 
model for subsequent agreements. 
Before 2000, the US had success- 
fully negotiated only three comprehen- 
sive FTAs, which were with Canada, 
Israel and Mexico. After 2000, the US 
has successfully negotiated FTAs with 
Australia, Bahrain, Chile, Jordan, 
Oman, Morocco, Singapore, South Ko- 
rea, Peru and the six Central American 
parties to CAFTA (Costa Rica, Domini- 
‘an Republic, El Salvador, Guatemala, 
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Honduras and Nicaragua). The US is 
presently negotiating FTAs with an- 
other dozen or so countries, such as 
South Korea, Panama, Thailand, the 
United Arab Emirates, Colombia and 
Ecuador (as part of the Andean pro- 
cess), and the five parties to the US- 
SACU talks (Botswana, Lesotho, 
Namibia, South Africa and Swaziland). 
As of 2006, there were also 34 countries 
involved in the Free Trade Area of the 
Americas (FTAA) process with the US. 
In 2006, Washington was also report- 
edly considering FTA talks with coun- 
tries like Malaysia, Algeria, Egypt, Tu- 
nisia, Saudi Arabia and Qatar. 

The earlier mentioned fear of the 
formation of three major trading blocs, 
based on the dollar, yen and 
deutschmark, only increases with the 
growing trend of regionalism and prolif- 
eration of FTAs. There have been in- 
creasing numbers of FTAs. From 1990 
to 1994, the number of FTAs substan- 
tially jumped, with 29 new FTAs re- 
ported to the WTO. From 1995-99, the 
number of FTAs grew by an additional 
64 agreements, 28 involving transition 
economies. After 2000, FTAs between 
developing countries (South-South 
agreements), and not FTAs between de- 
veloped countries (North-North agree- 
ments) or FTAs between developed and 
developing countries (North-South 
agreements), constituted a larger per- 
centage of the new FTAs reported to the 
WTO. Notwithstanding exceptional 
cases of some Least-Developed Coun- 
tries (LDCs), in terms of economic or- 
thodoxy such as Jacob Viner and his 
classic customs union theory (Customs 
Union Issue, 1950), these South-South 
agreements generally produce welfare- 
reducing trade diversion or a deeper 
protectionism and decrease in effi- 
ciency, rather than welfare-enhancing 
trade creation. 

It was fear, further enhanced by 
deepening European integration or the 
EC-92, that led to the concern of a for- 
tress Europe and consequently to the 
US’ decision to form a preferential 
trade agreement with Canada, and the 
subsequent FTAs that followed in a 
seemingly blueprint pattern. Western 
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powers, such as the US and EU, com- 
menced the race to form FTAs and led 
the race by employing Western liber 
economic models or theories. The threat 
to the ‘other’ world is obvious, because, 
as of 2006, most US FTAs and new FTA 
initiatives involved Western Hemi- 
sphere countries. The US has already 
successfully negotiated FTAs with 
Canada and Mexico, Chile, the five 
members of the Central American 
Common Market, and the Dominican 
Republic, as well as new trade talks 
with Panama and some Andean Com- 
munity countries. The latter promotes 
hopes for a larger hemispheric agree- 
ment, which will cover about 40% of to- 
tal US merchandise trade. 


Unorthodoxy of the Chinese way 
China’s response to the fear of forma- 
tion of three major trading blocs based 
on the dollar, yen and deutschmark, a 
fortress Europe and the EC-92, and the 
US’ decision to form a free trade agree- 
ment with Canada, and the growing 
trend of regionalism and proliferation 
of FTAs was to join the global trade race 
to form FTAs. However, in the move for 
bilateral free trade agreements, China 
challenged, and continues to challenge, 
Western liberalism, economic liberal- 
ism and liberal economic models or 
theories. China pursued and continues 
to pursue the unorthodox rather than 
orthodox models of regionalism. In © 
terms of the orthodoxy of liberal eco- 
nomics, regionalism based on the EU 
model and its formal institutionaliza- 
tion and progression from FTA to eco- 
nomic union or those comprising devel- 
oped economies and developing econo- 
mies such as NAFTA are successful 
models of integration. In these in- 
stances, the economic benefits of inte- 
gration far outweighed the incidental 
economic costs of any secondary politi- 
cal considerations that may have moti- 
vated integration. 

China antithetically now proposes a 
model of regional integration that is 
primarily motivated by political or geo- 
political considerations. Such policies 
include focusing on ASEAN becoming 
China’s first FTA partner, export-based 
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growth (the unorthodox) rather than 
eoe growth (the orthodox), 
nd moving for bilateral free trade 
agreements with developing countries 
and economies (the unorthodox) rather 
than North-South FTAs (the orthodox). 
For instance, on August 8, 1967, in 
Bangkok, the ASEAN was established 
by its five original Member Countries, 
namely, Indonesia, Malaysia, the Phil- 
ippines, Singapore and Thailand. 
Brunei Darussalam joined on January 
8, 1984, Vietnam on July 28, 1995, 
Laos and Myanmar on July 23, 1997, 
and Cambodia on April 30, 1999. Most 
of these ASEAN economies have not yet 
fully made the transition from food, ag- 


A riculture and forestry to industrial de- 
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dox economic theories, such as Viner’s 
thesis on customs-union theory, FTAs 
should premise on economic (orthodox/ 
market-led) justifications and not po- 
litical or geopolitical (unorthodox/non- 
market led) justifications, thereby 
leading to trade creation rather than 
diversion. 


What Chinese unorthodoxy 
means 

As China increasingly pursues the un- 
orthodox rather than orthodox liberal 
economic models or theories, it may 
someday find itself in a proverbial race 
to the bottom. By avoiding economic or- 
thodoxy, China’s blueprint pattern for 
regionalism promotes a deeper protec- 


As China increasingly pursues the unorthodox 
rather than orthodox liberal economic models or 
theories, it may someday find itself in a prover- 


bial race to the bottom. 


velopment and export-based growth. 
Although developing rapidly most 
ASEAN economies are still heavily de- 
pendent on agriculture and other food- 
based industries. ASEAN is still a rela- 
tively weak economic body. 

Despite the East Asian financial 
crisis (1996-97), from 1999 to 2000, the 


_ region began to show signs of economic 


recovery, but there was an interruption 
in recovery efforts by poor export perfor- 
mance and low Foreign Direct Invest- 
ment (FDI) inflows. The September 11, 
2001 attacks further worsened the con- 
ditions in the region by causing eco- 
nomic slowdowns in ASEAN’s major 
trading and investment partners—the 
US, Japan and the EU. In 2001, Intra- 
ASEAN exports accounted for only 20% 
of ASEAN’s total exports, which was 
the same proportion as in 1970. 
ASEAN nations were still addressing a 
post-East Asian financial crisis of de- 
clining FDI. Moreover, and more impor- 
tantly, non-market-led cooperative re- 
gionalism (the unorthodox) rather than 
market-led cooperative regionalism 
(the orthodox) motivated the 2004 
ASEAN-China FTA. According to ortho- 
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tionism and corresponding decrease in 
efficiency and efficacy rather than wel- 
fare-enhancing trade creation. What 
the rest of the world has to worry about 
is how China’s inevitable economic 
train wreck, as associated with the nor- 
mal growing pains of any rapidly devel- 
oping economy, though not ending the 
Chinese economic miracle, will affect 
them. A politically insecure China and 
its unfulfilled nationalistic goals poten- 
tially present an unpredictable actor in 
the international community. In terms 
of modern China’s social-political envi- 
ronment, the challenges to Western lib- 
eralism, economic liberalism and lib- 
eral economic models are obvious. This 
is because in the move for bilateral 
FTAs China is demonstrating a distinc- 
tive Chinese model of regionalism, if 
not a new regionalism, which challenges 
Western liberalism, economic liberal- 
ism, liberal economic models or theo- 
ries, the multilateral trading system, 
and the goals and aspirations embod- 
ied in the WTO. 

However, most problematic and dis- 
concerting is that China’s blueprint 
pattern of new regionalism challenges 
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the economic efficiency and efficacy of 
its regional economic integration strat- 
egies. This is because China is employ- 
ing this new regionalism for purposes of 
diluting US strategic unilateralism in 
the East Asian region. With the US and 
its allies preoccupied with war in Af- 
ghanistan, war in Iraq, the Israeli- 
Lebanon peace, the Middle East, the 
threat of Iran becoming a nuclear power 
and, as a courtesy of Kim Jong II, nuclear 
proliferation in the Korean peninsula, 
China is steadily gaining as an interna- 
tional player in East Asia. While doing 
so, China is also pulling long time US 
allies into its embrace. China’s geopo- 
litical posturing has resulted in a grow- 
ing influence extending across East Asia, 
the Southeast Asia-Pacific region, the 
Philippines and Australia. Some ex- 
perts and authorities foretell that 
Beijing will eventually develop a posi- 
tion of dominance among the countries of 
Southeast Asia, resembling US rela- 
tions with Latin American countries. In 
this respect, China will become a first 
among equals, as the nation whose voice 
invariably carries the day, which is as 
much due to its size and power as to the 
strength of its argument. 

Ultimately, China’s new regional- 
ism or regional economic integration 
strategy, which is primarily motivated 
by political or geopolitical consider- 
ations rather than economic consider- 
ations, by design, is intended to chal- 
lenge Western powers (the hard power) 
and influence (the soft power). As this 
writer earlier observed, in terms of 
Western models of regionalism, it is 
China more so than any other develop- 
ing country or economy that demon- 
strates the potency of nationalism and 
embodies possible alternatives to 
Western conceptions of democracy and 
capitalism. Consequently, China 
serves as a reminder that history is not 
close to an end, as it issues a cultural, 
political and ideological challenge to 
those who entertain especially expan- 
sive and dialectic visions of world order, 
especially Western dialectic visions of 
world order.s 
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Soft Power or Softie? 





Despite the fast growing Central and East European economies, the global 
growth engine has been and will remain the emerging markets and 


developing countries. 


— Dr. Norbert Walter 
Chief Economist, Deutsche Bank Group 





uropean integration is a unique 

and fascinating economic and 

political project. This process 
has not followed a smooth path; it has 
been a sequence of advances and set- 
backs. The last three major advances in 
European integration are the establish- 
ment of the single European market. 
the implementation of the euro, and EU 
enlargement to the East. The driving 
forces behind this integration process 
are the shared political and economic 
values, the will to boost economic 
growth, employment and innovation, 
the will to overcome the specters of the 
past and—at least implicitly—the de- 
sire for political influence in the world. 
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A decade of achievement 

The single European market is consid- 
erably more than just a free trade area; 
it is the most integrated market com- 
prising of nation states in the world. 
The principal characteristics of the 
single market are the ‘4 freedoms’, 
which include open markets for goods, 
services, capital and persons. As a con- 
sequence, there is no special treatment 
for EU citizens living and working in 
member states other than their own. 
The single market has boosted Euro- 
pean trade. Today, between 50% and 
90% of the exports of each EU member 
country are traded inside the EU (intra- 
EU trade). 
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The launch of the euro at the begin- 
ning of 1999 as acommon currency was 
the most unique, once-in-a-century 
project and a true milestone in Euro- 
pean integration. The elimination of 
exchange-rate risks and currency-re- 
lated transaction costs have acceler- 
ated the integration process. This was 
partly brought about by the creation of 
a large and liquid financial market. 
The euro-area helps to absorb finan- 
cial shocks. During euro’s first decade, 
price stability has been achieved, 
trade and investment have been 
stimulated, and financial markets in- 
tegrated; and the euro is second to none 
in international currency competition. 
In addition, low inflation rates have 
led to structurally lower interest rates, 
thus creating favorable financing con- 
ditions for firms, consumers and the 
State. 

From an historical perspective, the 
EU enlargement to the East laid com- 
munism to rest. The era of the Iron 
Curtain is over. The Eastern European 
EU members are now catching up with 
Old Europe. They are the fastest grow- 
ing economies in the EU. 

The European integration process 
started with the Treaty of Rome and a 
club of six European countries with al- 
most complete economic convergence 
and a set of homogenous values. While 
ever since integration progressed with 
the inclusion of more and more mem- 
bers, progress in deepening, i.e., ad- 
justing the rules of the decision-mak- 
ing process to the larger number of na- 
tions, was half-hearted at best. Since 
1990, the EU has lost its integration 
momentum. Widening continued and 
deepening was completed ( according to 
the design of earlier decisions). Inte- 
gration fatigue is setting in. This is re- 
flected in calls for a stop to enlarge- 
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ment and it is showing in the resis- 
tance to further deepening. The ‘no’ to 
the Treaty of Lisbon in Ireland was 
just the latest piece of evidence of that. 
The failure to approve the constitu- 
tional treaty for Europe in France and 
the Netherlands was ene earlier mani- 
festation of the fact that there is no 
ownership of the project of European 
integration. We badly need leaders in 
politics, business and academia to 
again take up responsibility for this 
great project. 


Can Europe replace the US as the 
globe’s economic locomotive? 

The US is by far the world’s biggest 
single economy. A slowdown in the US, 
which generates one-quarter of the 
world GDP, has a serious impact on the 
global economy. The only two other 
parts of the global economy with equal 
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US economy and are merely lagging 
behind the US downturn. Others have 
domestic momentum but now run the 
risk of overheating, as is shown by 
their double-digit inflation. This will 
necessitate slamming on the interest 
rate brake. By 2009, the effect of re- 
strictive policies will potentially be 
felt. Thus, even the EMs and LDCs are 
no guarantee of averting a global 
downturn. 


ECB’s role in controlling inflation 
~ Will it steer the economy? 

It seems clear that the surge in oil and 
food prices has mainly been influenced 
by global trends affecting the global 
supply and demand of commodities. In 
contrast to the oil price shocks of the 
1970s, for instance, this time the key 
driver of price increases has been in- 
creasing demand, not a negative global 


The global economy crucially depends on the 
dynamism of emerging and developing market 


economies. 


weight are Europe and the emerging 
markets. Im 2008, Europe and the 
emerging markets are cyclically better 
positioned than the US, which is suf. 
fering from a downward correction in 
real estate, construction and the finan- 
cial sector. Europe’s economy is still 
benefitting from the global investment 
boom, particularly from the dynamism 
of Central and Eastern Europe, the 
Middle East and Asia, partially due to 
revenues from commodity exports. 
However, some European countries 
(UK, Spain and Ireland) are suffering 
from similar weaknesses to the US, 
and others are bound to suffer from 
weakening of price competitiveness, 
not least due to the massive overvalua- 
tion of the euro. 

Thus, the global economy crucially 
depends on the dynamism of emerging 
and developing market economies. 
For now these economies are robust. 
But some are largely dependent on the 
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supply shock. This is also the reason 
why the world economy has proved to 
be surprisingly resilient to the price 
rally—so far. The surge in inflation has 
been in place for quite sometime, and 
inflation pressure is eroding consumer 
confidence more and more. Central 
banks are thus between a rock and a 
hard place. They are faced with the 
challenge of ensuring that inflation ex- 
pectations are still well anchored, i.e., 
that they do not lose credibility or risk 
exacerbating the downswing. With its 
last interest rate hike in J uly, the ECB 
responded to the risk of un-anchoring 
inflation expectations. 

Given the appreciation of the euro, 
the deterioration in financing condi- 
tions, higher commodity prices and the 
global economic slowdown, the interest 
rate hike of the ECB will soften the 
economy. The prospect of high inflation 
and the possibility of second-round ef. 
fects are also pushing the Fed towards 
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tightening monetary policy. The ECB is 
already afraid that global monetary 
tightening may not occur quickly enoug 
to make a material difference to me- 
dium-term price expectations. A con- 
certed action would be far more effective 
in controlling inflation than isolated in- 
terest rate hikes. 

The ECB has given a clear signal to 
the market, and further interest rate 
hikes appear unlikely this year. In con- 
trast, the Fed is still concerned about a 
possible further downswing of the US 
economy, but it has no choice and will 
shift towards inflation fighting. Asian 
monetary policy is turning all the more 
resolutely towards inflation fighting 
and away from growth. With real inter- 
est rates clearly negative across most 
of Asia, a couple of central banks have 
already begun to cautiously tighten 
monetary policy. 


Will the euro replace the 

US dollar as the global reserve 
Currency? 

The dollar has been the undisputed 
key international trade, investment 
and reserve currency for decades. Nei- 
ther the D-mark nor the yen, which 
gained some weight as international] 
currencies in the 1970s and 1980s, 
called the dominance of the dollar into 
question. But the advent of the euro in 
1999 has triggered a vigorous debate 
on whether the euro will have the po- 
tential to challenge and even surpass 
the dollar as the key international cur- 
rency. This debate intensified in 2005 
in the light of the huge US current ac- 
count deficit and the massive accumu- 
lation of foreign exchange reserves. The 
subprime crisis, the US slowdown and 
the renewed aggressive interest rate 
reduction by the Fed made more coun- 
tries rethink their dollar-peg and their 
concentration on dollar denominated 
assets. 

In the short period of a decade, the 
euro has become the number one cur- 
rency in terms of cash. For two years 
already there have been more euros 
than US dollars in circulation as cur- 
rency. In the denomination of interna- 
tional bonds, there is parity between 
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the dollar and the euro. Due to the 
itrength of the US stock market, eq- 
uity markets are still denominated in 
US dollars. The same applies to the 
reserve currency function. Dollar hold- 
ings still constitute two-thirds of the 
total, while the euro has settled well 
above one-quarter. The anchoring of FX- 
rates is moving towards the euro, par- 
ticularly in the countries east and south 
ofthe EU, including Africa, Middle East 
and Eastern Europe. 

The euro is now firmly established 
as the second largest international 
currency next to the dollar. It meets the 
essential prerequisites for a key global 


ı currency. While the international mon- 


tary system was characterized by the 
three poles, dollar, D-mark and yen un- 
til 1998, the launch of the euro has led 
to a bipolar system with the dollar as 
key international currency—in par- 
ticular with regard to the role as re- 
serve currency—and the euro as the 
undisputed currency No. 2, whereas 
the yen has lost considerable weight 
and the pound sterling has remained of 
minor importance. 

Being an international reserve cur- 
rency has benefits such as a higher de- 
gree of freedom for economic policy and 
lower bond yields. But the risks should 
not be overlooked, e.g., the greater ex- 
change rate volatility. There are four 


X -market forces driving the euro to boost 


Real GDP in the Euro Area 
Seasonally and calendar adjusted data 
Index 


Sources: Eurostat: calculations and forecast by the German Institutes 
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its role as international reserve cur- 
rency even further by 2010: the weak- 
ness of the US dollar, more currencies 
pegging to the euro, rising investment 
requirements of central banks particu- 
larly in Asia and among commodity 
supplying countries, and finally an in- 
creasing focus on sustainable return. 
The latter has initiated the creation of 
sovereign wealth funds in a number of 
countries with notorious current ac- 
count surpluses. 


Emerging markets — A substitute 
for the US locomotive? 

Despite the fast growing Central and 
East European economies, the global 





growth engine has been and will remain 
the emerging markets and developing 
countries. This growth is mainly occur- 
ring in Asia. However, Latin America 
and Africa are integral parts of this 
momentum, not least because of their 
rich supplies of energy, minerals and 
agricultural products. A particular 
case of dynamics is found in energy 


Joint Analysis Spring 2008 
* Change on previous quarter, expressed as an annual rate, right-hand scale. 





The euro is now firmly established as the second 
largest international currency next to the dollar. 
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supplying countries in the former So- 
viet Union and the Middle East. 

Thus, it is obvious that for now the 
above-mentioned “new kids on the 
bloc” serve as “lender of last demand” 
and as “providers of fresh equity” to an 
ailing “old world”. Europe only tempo- 
rarily served as a buffer against the 
downswing due to cyclical lag against 
the US. That is now history. While do- 
mestic momentum in EMs and LDCs 
and their increased weight in world 
GDP make for a considerable dampen- 
ing of the downswing of the world 
economy, it is unrealistic to assume 
that they can fully offset the G3 down- 
turn. 





This is particularly true, because 
the acceleration of inflation towards 
double-digit rates necessitates sub- 
stantial interest rate increases, and 
most probably will lead to significant 
currency appreciation, thus dampening 
demand in 2009 and 2010. Thus, a pro- 
longed downturn in the global economy 
seems inevitable. 

Europe will see that the demo- 
graphic development has a dampening 
impact on growth, and the potential 
growth in Europe is well below that of 
the emerging markets, which will be at 
a lower level than in the last few years 
but still the highest. One reason for 
this development is that the resilience 
of economic growth in emerging mar- 
kets has increased due to their much 
reduced vulnerability to global finan- 
cial market conditions and due to a 
greater reliance on demand from do- 
mestic and emerging markets rather 
than developed markets. A slowdown 
seems inevitable, but growth figures 
will remain solid.s 
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Tomorrow's Emerging Markets 





Surging oil prices are helping the region to channel an increasing volume of 
revenues into reserve and wealth management funds, which will play an 
important role in international financial markets. 


—$ 


ver the last quarter of the 20" 

century, Southeast Asian 

economies dominated the 
creams of market investors, emerging 
more like those of developed nations. 
However, the first quarter of this cen- 
tury belongs to the Gulf Cooperation 
Council (GCC)—the economies of six 
Arab states of Bahrain, Kuwait, 
Oman, Qatar, Saudi Arabia and the 
United Arab Emirates (UAE). The re- 
gion had an unparalleled growth as an 
economic power, with a combined to- 
tal GDP of $800 bn in 2007. Newspa- 
pers are featuring headlines on these 
economies on a regular basis, and they 
are not all on oil. The oil-rich Arab 
countries are investing hundreds of 
billions of dollars to diversify their 
economies and create jobs for their 
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young people. Besides developing in- 
dustries like petrochemicals, oil refin- 
ing, shipping, steel, etc. and backing 
centers for high technology, these 
countries are also putting up world- 
class hotels, oromoting tourism, cre- 
ating financial and tax-free trading 
hubs, and relaxing restrictions on 
businesses and foreign ownership. 
The GCC has just negotiated a free- 
trade agreement with Singapore—first 
of its kind with a country outside the 
Middle East. In December 2007, it also 
announced plans for a GCC common 
market. Thus, the GCC is now emerging 
as a poster child for modern Islam in the 
Middle East. Jihads are yesterday’s 
story; people are now busy embracing 
the path to commercial modernity. Ear- 
lier, the Persian Gulf states restricted 


foreign stock ownership, which re- 
mained a game mainly for hedge funds 
and private equity. Today, the GCC is 
opening up to homegrown investors and 
international capital. 


Rising petrodollars 

The region is inundated with increas- 
ing wealth and liquidity glut. Accord--” 
ing to Dubai International Financial 
Centre (DIFC), the wealth accumu- 
lated by the GCC in the last 12 years 
has exceeded more than $30 tn. If one 
converts this money into $1 notes and 
stack up, the notes would reach moon. 
The increased wealth has fueled eco- 
nomic growth from an average of 3.7% 
between 1998 and 2003 to an average 
of 6.2% between 2004 and 2007. Some 
member nations, such as the UAE, 
have even registered record growth 
reaching up to 12%. The growth in the 
past five years has been exceptional 
and aided by strong global growth led 
by emerging markets. Gulf is manag- 
ing its wealth better during the current 
oil boom than in the past. 

The accumulation of petrodollars 
has led to the increase of international 
reserves by three times, from $188.7 bn 
in 2002 to $767 bn in 2007. At present, 
both individual and institutional inves- 
tors from the Gulf nations collectively 
own $2.5 to $3 tn in foreign financial 
assets. This is more than twice they 
owned in 2003 and is almost equal to 
the market value of top 10 Fortune 500 
companies or the GDP of Brazil and 
India. Saudi Arabia, the world’s largest 
oil exporter, and the UAE together ac- 
count for roughly two-thirds of 
petrodollar foreign assets. Even if GCC 
stops investing now, the returns on 
their foreign assets would add up to 
more than $2.7 tn over the next one- 
and-a-half decade. The vast wealth of 
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INTERVIEW 





“The Gulf economies are certainly in a boom scenario driven by high oil revenues 
that is financing higher government spending and surging private sector growth.” 


Riding on the ongoing oil boom, Gulf economies are 
witnessing an avalanche of liquidity; as a result 
inflation is hovering at above 9%—a 19-year high. 
Do you think the Guif economies are caught in a 
boom-bust scenario? 

Mamdouh G Salameh: The Gulf econo- 
mies are indeed riding on oil boom. Even 
before the latest oil price rise, it was esti- 
mated that the Gulf states would earn 
around $600 bn in oil export revenues this 
year. Naturally, this creates a glut of liquid- 
ity, but I don’t for a moment think that the 
Gulf economies are caught in a boom-bust 


countries’ imports. For instance, the 
eurozone supplied 25% of Saudi goods in 
2007. This is raising inflation to unaccept- 
able levels. Second, the weakening dollar is 
eroding the oil revenue of the Gulf states vis- 
a-vis other currencies, 

While the fall in the value of the US 
dollar has helped push crude oil prices to 
record levels, many analysts feel that it 
has fueled a substantial rise in inflation in 
countries like Saudi Arabia, Kuwait, 
Bahrain, UAE and Qatar, whose riyals, 
dinars and dirhams are pegged to the US 
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Dr. Mamdouh G Salameh 


scenario. But even with their profligate a glee dollar. And that, in turn, has put increased 
spending, these countries’ “marginal pro- World Bank Consultant pressure on Gulf governments to break 
pensity to consume”—the fraction of the in- UNIDO Technical Expert their links with the US currency. Because 
come that is spent on goods and services— Surrey, UK oil is traded internationally in the US dol- 


is limited. 

Oil-producing countries know that the 
high oil prices may not last at that level for- 
ever, so prudence requires that they set aside a large fraction 
of the bonanza—one of the reasons that the world has been 
awash with liquidity. Despite the projected rise in the oil ex- 
port revenues of the Gulf states, economists are concerned 
about the health ef their economies for two reasons. First, the 
continued weakening of the US dollar against the euro and 
the yen, the two currencies used the most to pay for these 


lar, a fall in the currency means that the 
price of each barrel goes up in dollar terms 

regardless of the underlying supply and 
demand situation. 

While the prospect of rising inflation is haunting US 
policy makers and other oil importing countries, it has al- 
ready reared its ugly head in many parts of the GCC coun- 
tries during the past two years, and looks set to produce 
some seismic shifts in the local and regional labor market { 
as well in the costs of living for nationals and expatriates 
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GCC is set to grow further, as GCC is 
planning to invest additional funds 
abroad in the near future. In 2007, the 


Gulf money flooding global financial 
markets is causing concern in many na- 
tions, as there is still considerable con- 


GCC states emerged as the world’s 
largest sources of surplus capital, along 
with China, with capital outflows of 
$542 bn. 


The implications 

The region’s petrodollars have been pro- 
viding liquidity to global markets, im- 
proving the borrowers’ access to capital 
worldwide. Analysts expect that GCC is 
likely to continue to hold a major por- 
tion of its existing wealth in the US and 
European assets, with a growing focus 
on emerging markets. Nevertheless, the 
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fusion surrounding the investors’ iden- 
tities, their strategies and intentions. 
Several analysts agree that the Gulf in- 
vestors’ overseas investment choices 
will influence interest rates, liquidity, 
and financial markets around the 
world. A liquidity glut in the global 
markets may lead to asset price 
bubbles and increased extravagant 
lending, and result in poor use of global 
capital. 

Surging oil prices are helping the 
GCC governments to channel an in- 
creasing volume of revenues into re- 
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like. Saudi Arabia saw its inflation leap to 4.4% this year. 
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ation above 1% was considered in the past a complete 
anathema in Saudi Arabia. Elsewhere in the GCC, the IMF 
estimates that Qatar’s official inflation rate will rise from 
11.8% in 2007 to more than 12% this year, while in the UAE, 
where housing costs have surged, the figure is put at 8%. In 
Bahrain, the rate is expected to remain at 2.9%, while in 
Oman it is expected to jump to 3.8%. Kuwait is the only GCC 
member where inflation is expected to fall from 2.8% last 
year to 2.6% this year, according to the IMF. In addition to 
housing, food and other goods and services, price rises in 
parts of the GCC are being fueled by a big increase in spend- 
ing on infrastructure as a result of the dramatic rise in oil 
revenues. Wage pressures are also building, given the Gulfs 
heavy reliance on imported workers from countries such as 
India, the Philippines, Europe and the US. 
David Wyss: It’s certainly a boom—the bust remains to be 
seen, but growth will have to slow from its current pace. 
I would expect a bust eventually, because that is how 
commodity prices usually move; but I don’t think it’s 
imminent. 
George T Abed: The Gulf economies are certainly in a boom 
scenario driven by high oil revenues that is financing higher 
government spending and surging private sector growth. 
Conditions underlying this expansion are likely to remain in 
place for a while and the chances of a severe retraction in the 
short run appear minimal at this time. There are, of course, 
risks on the horizon. There is the geopolitical risk arising 
from tensions between Iran and members of the UN Secu- 
rity Council concerning Iran’s nuclear activities as well as 
from the ongoing conflict in Iraq. On the economic front, a 
prolonged slowdown in the US affecting the global economy 
could reduce oil prices and thereby slow the expansion in the 
Gulf. Similarly, risks could arise from rapid credit growth in 
the GCC countries if financial institutions fail to manage 
their risks skillfully. 
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“A global economic slowdown could result in a substantial drop in oil 
prices — and that could pose a serious risk to the Gulf economies.” 
Please comment. 

Mamdouh G Salameh: The price of oil is on an upward trend 
and could reach $150/barrel within the next 2-3 years. This is 
so because of the growing global demand for oil, particularly 
from the Asia-Pacific region and other developing countries, 
dwindling proven reserves, the peaking of conventional oil 
production in 2006 and lack of extra production capacity in 
OPEC and non-OPEC producers. Having said that, it is pos- 
sible that a global economic slowdown could result in a drop 
in the global oil demand and could slowdown the rise in the oil 
prices. 

However, I hasten to add that a global economic slowdown, 

if it happens, will be short-lived. The reason is that there is an 
important shift in the balance of global economic power from 
the US and Europe towards the Asia-Pacific region and other 
developing countries. In the past, any economic slowdown in the 
US would have prompted a global slowdown. With the emer- 
gence of strong economies like China, India and other Asia- 
Pacific countries, the global economy has been transformed. 
These countries will continue to grow economically at a signifi- 
cant rate and, as a result, their demand for oil will continue to 
grow and that would put a floor under the global demand for oil. 
As for the oil price, in such a situation, it will continue to grow 
but at a smaller rate of rise. In view of the above, I am very 
confident that there will be no risk whatsoever for the Gulf 
economies and that they will continue to prosper. 
David Wyss: A slowdown is probably not enough to derail 
growth. We expect the slowdown to bring oil prices down to 
about $90, but that would not seriously slow gulf growth. A 
world recession, especially if prolonged, might, however. 


What are the implications of a falling dollar for the Gulf economies? 
Mamdouh G Salameh: Because oil is priced in the US dollar 
(also known as petrodollar), the Gulf states’ oil export rev- 


serve and wealth management funds, 
which will play an important role in in- 
ternational financial markets. How- 
ever, if the dollar plunges beyond mar- 
ket expectations and if the US economy 
continues its dismal performance, un- 
derlying pressures could ultimately 
test the durability of the dollar peg. Re- 
cently, by shifting future oil trading 
from dollars to a basket of currencies, 
yen and euro, Iran has clearly displayed 
its intent to diversify its assets. If other 
members of the GCC were to do the 
same, then all oil importing nations, in- 
cluding the US, will have no other op- 
tion but to buy euro and yen to get oil 
from the international market. 
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Unemployment — A thorn in GCC 
flesh 

The new fortune has also brought some 
nagging problems along with it. Flooded 
with capital, the Gulf countries need la- 
bor to keep up their growth pace. How- 
ever, the governments have been unsuc- 
cessful in tackling the growing unem- 
ployment among the people of the re- 
gion, as most of the local people are re- 
luctant to work in the private sector. As 
a result, governments still remain the 
major employers. Most GCC members 
have initiated training programs for 
their citizens to join the labor market, 
as private sector heavily depends on im- 
ported labor. In the GCC, nearly 40% of 


the total population of about 37 million 
comprises of expatriates. Saudi Arabia, 
the largest country both in size and 
population, has about 6.5 million expa- 
triates of the total 24 million. Analysts 
believe that the Gulf economies’ labor 
market is distorted because they have 
allowed too many expatriates to work in 
the private sector, and the public sector, 
with its job security and fewer working 
hours, operates as a convenient em- 
ployer for citizens. 


Imported inflation — 

A double-edged sword 

Inflation is fast becoming a serious 
threat for the GCC against surging oi 
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-enues are undervalued vis-a-vis other currencies. This, as I 
explained before, has fueled a rising inflation in the GCC 
countries whose currencies are pegged to the dollar. Any de- 
pegging of these currencies from the dollar could weaken the 
dollar further and thus reduce the real value of their oil rev- 
enues. Moreover, a decision by one of the GCC countries to 
de-peg, without the others doing so as well, would make the 
prospect of a currency union in the Gulf, 
scheduled for 2010, virtually impossible. 
However, to preserve the real value of their 
oil revenues, OPEC and the Gulf countries 
should switch the pricing of their oil exports 
from the petrodollar alone to a basket of 
currencies made up of three equally- 
weighted—US dollar, euro and yen. Had 
they done that in 2007, they would have 
earned an extra $84 bn. 

David Wyss: The weak dollar adds to Gulf 
inflation problems by raising import prices. 
On the other hand, oil gives them a natural 
hedge for the real economy, since it is also 
priced in dollars. The low US interest rates 
are also being exported, which increases the 
boom in the GCC. _ 

George T Abed: The falling dollar confronts the GCC 
countries with a dilemma. On the one hand, a depreciating 
dollar feeds into domestic inflation, already on the in- 
crease due to supply bottlenecks in the face of surging ag- 
gregate demand. On the other hand, a declining dollar more 
recently driven by cuts in policy interest rates in the US, 
obliges the GCC countries to match these interest rate 
moves (because of the dollar peg) and compromises their 
ability to fight inflation. While central banks have sought 
to contain liquidity growth by raising reserve require- 
ments, this dilemma will persist until the US authorities 
reverse their monetary policy stance and the dollar recov- 
ers, or the GCC countries move to a more flexible exchange 
rate regime. 





David Wyss 


Chief Economist 
Standard & Poor's, US 








SPECIAL ISSUE 


Gulf’s sovereign wealth funds (SWFs) have come under a lot of mor 
from foreign entities for lack of transparency? What is their impact o 
global financial markets? 

Mamdouh G Salameh: The surge in oil revenue in the Gulf 
has also intensified the need of GCC’s SWF's to find suitable 
investments, both regionally and internationally, to place 
these escalating sums, particularly at a time when the US 
bonds are weakening. There is no way the 
Gulf states could invest their total oil rev- 
enue domestically. Consequently, a part of 
their revenue would be invested in infra- 
structure and in raising the standards of liv- 
ing of their people, but the bulk would have 
to be recycled into the global economy in the 
form of providing liquidity to the global eco- 
nomic system, wealth-creating projects in 
the Asia-Pacific region and other developing | 
countries, buying assets in major industrial 
and manufacturing corporations in the US 
and Europe as well as exchanging some of 
their dollar holdings with euros and yens. 
But to invest internationally, particularly 
in the US and Europe, these funds need to 
have some transparency, otherwise there 
would be a backlash against them. The impact of their invest- 
ments internationally could invigorate the global financial 
markets. 

David Wyss: The impact of the SWFs is significant. With 
over $1 tn in assets, the funds are major players. I think the 
lack of transparency is a problem for financial markets, since 
it makes it difficult to know where the risks are in the global 
economy. I think this is a minor rather than a major problem, 
however. 

George T Abed: SWFs in the Gulf have had a remarkable 
track record of market-driven investment in the mature mar- 
ket economies. Kuwait Investment Authority has been oper- 
ating in the market for more than five decades and the Abu 
Dhabi Investment Authority for more than three decades 


revenues, subprime crisis, soaring glo- 
bal food prices and a weak US dollar. 
Government subsidies and high sala- 
ries are also adding to the money supply 
and inflation. Furthermore, Gulf inves- 
tors who preferred to invest abroad in 
the past are flocking back to home mar- 
kets, adding to the liquidity pressure. 
The liquidity glut has been a double- 
edged sword, propelling economic 
growth and at the same time flaring up 
inflation and creating asset bubbles. 
A recent Merrill Lynch report ob- 
serves, “The currency peg to the falling 
dollar is the main source of inflation. 
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Pegging their currencies against dollar 
has served them relatively well and 
brought stability to their currencies un- 
til recently.” However, as the US 
economy is in doldrums and the global 
economy is beeoming less dependent on 
it, the equation is now changing. The US 
dollar has depreciated by more than 9% 
since the beginning of 2007 and by 20% 
since 2002. The business cycles of the 
Gulf nations and the US are therefore 
no longer in sync. This means they are 
importing America’s reflationary poli- 
cies, at a time when they actually need 
to calm their own economies. 


In the absence of proper monetary 
management, the costs of surplus can 
negate many of the benefits it brings. 
Hence, GCC is looking for the right mea- 
sures to get inflation back under control. 
Unfortunately, the Gulf regional central 
banks do not have any effective policy 
measures available to them to ease in- 
flation, since all are committed to a fixed 
exchange policy to the US dollar. The 
only one policy tool they are left with is to 
intervene in the markets and try to con- 
trol prices. Institute of International Fi- 
nance (IIF) estimated that if the prevail- 
ing exchange rate regimes are not re-con- 
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long-term to provide a source of revenue for the population 3 
when hydrocarbon resources begin to be depleted. 


se 
with little or no controversy. As assets under management of 

Nhese funds grow, their impact on global financial markets 
will naturally rise. However, as these funds’ investment 
strategies are geared for the long-term and are best served by 
financial stability, they are expected to continue to play a 
positive role in capital flows from emerging economies, 
thereby smoothing global financial imbalances and providing 
capital to financial institutions in mature 
markets as and when needed. 









How to ensure that the additional liquidity flowing out of the Gulf region 
does not unduly inflate asset prices in the global financial markets? A 
Mamdouh G Salameh: There is no way one could ensure 
that the additional liquidity flowing out of the Gulf region 
does not unduly inflate asset prices in the 
global financial markets, particularly if 
there is a strong demand and competition 
for these assets. The global market, how- 4 
ever, has a tendency to correct any inflated — 


Soaring oil prices will present the Gulf state finan- 
cial elites a chance to develop their local econo- 


mies. Are the Gulf nations handling their revenue 
better this time? Where is their investment being 


directed to? 


Mamdouh G Salameh: The Gulf nations 
\ are currently better equipped to handle their 
oil revenue windfall than they were in the 
1970s. Their financial elite will have great 
opportunities to develop and diversify their 
economies rather than remaining dependent 
on one commodity: oil. They could also invest 
part of their windfall profitably by acquiring 


some capital assets internationally. 


David Wyss: The Gulf nations are handling 
their investments better, but I still don’t see much domestic 


development that is not oil-related. 


George T Abed: There is no doubt that the GCC countries’ 
management of the oil-driven windfall since 2002 has been 
different from the experience of the 1970s. In contrast to the 
earlier episode, GCC countries in the more recent period have 
directed the bulk of their acquired wealth to domestic infra- 
structure and social development as well as to the diversifica- 
_ tion of their productive base. As a result, the impact of the 
present oil boom on the economic and financial development 
of the region is likely to be more durable. At the same time, a 
significant portion of the oil revenue, ranging between 30% 
and 45% on an average, is being saved and invested for the 


figured, average inflation in the Gulf re- 
gion is likely to rise to 7% in 2008. 

The regional stock markets have al- 
ready witnessed corrections in the 
range of 30% to 70% from their peak 
price-earning ratios. According to the 
latest figures released by IMF, during 
2007, inflation hovered around 6% 
across all Gulf countries. Particularly in 
Qatar and UAE, inflation is most pro- 
nounced as it surged to record levels, 


p7 12% and 10% respectively. Even in 


Saudi Arabia, where inflation had 
never crossed beyond 2%, inflation has 
reached 6%. The UAE’s consumer loans 
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and money supply shot up by 41% and 
37% respectively in 2007. High infla- 
tion is denting the profits of local com- 
panies in the form of high input costs, 
while the overall cost of living has in- 
creased alarmingly. 


Time to invest prudently 

In the 1980s, Gulf nations had squan- 
dered wealth on bad investments and 
were held responsible for Latin Ameri- 
can debt crisis. The GCC investment 
style of spending ballooning oil revenues 
is generating interest across the world. 
During the last 15 years, their domestic 


assets and bring them back to their real 
value as happened with the housing mar- 
kets in the US and the UK, and the dotcom - 
industry bubble burst in the 1990s. 

David Wyss: The enormous world liquidity 
is already having an impact on asset 
prices. Liquidity means higher prices and 
lower future returns, since supply and de- 
mand work in capital markets as well as 
commodity markets. The hope is that 
growth in the developing world will keep 
pace and provide a place to invest these 
funds. A 
George T Abed: Total financial assets of the GCC countries 
held in foreign currency, both public and private, are esti- 
mated at just under $2 tn and the annual accretion rate is 
currently running at about $250 bn. While these numbers 
sound large on the surface, they remain relatively small in 
relation to, for example, the total capitalization of the world 
stock markets, valued approximately at $50 tn, or in relation 
to the size of the global financial market, valued at about 
$190 tn. Therefore, while investment by Gulf sovereign funds 
and by other capital surplus countries may attract public at- 
tention from time to time, indications are that these invest- 
ments can be accommodated with little or no perceptible im- 
pact on the global financial market. 


investment rates have averaged on par 
with the US and Europe at 20%, but al- 
most 25% less than BRIC nations. In 
contrast to previous oil booms, the new 
generation of Gulf investors has been 
quite prudent in planning to pump more 
capital to accelerate domestic invest- 
ment. However, even with huge amounts 
of funds available, there are some con- 
straints to how swiftly and effectively 
domestic investment can be increased 
and new jobs can be created. The Gul: 
nations are facing an acute shortage 0 
raw materials, equipment, skilled man 
power and efficient financial systems 
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This may throttle the Gulf nations’ abil- 
ity to boost investment rates. Realizing 
the gravity of the situation, the Gulf 
states have started to invest more in 
communication, education, healthcare, 
industry and services, infrastructure, 
real estate and utilities to catch up with 
their BRIC peers. 

Unlike in the past, Gulf investors 
are investing their new wealth strate- 
gicallv these days. They are increasing 
their investment in local stock mar- 
kets, triggering local financial market 
development. For example, the market 
for Islamic financial products like 
Sukuk is growing at a fast pace. They 
are seeking foreign investment not 
only for good returns but also to diver- 
sify local industries. 

The surplus funds are finding their 
way into global capital markets. Re- 
cently, the Gulfs Sovereign Wealth 
Funds (SWFs) are in the news for bag- 
ging a series of high profile deals. But 
there are other types of investors like 
wealthy private individuals and private 
anc state- owned companies who are 
operating aggressively in global mar- 
kets. Some are focusing on diversified 
portfolios, concentrating on fixed in- 
come and equity investments: others 
are more adventurous, engaging in ac- 
quisitions. They currently hold more 
than $1 tn of international equities. To- 
wards the end of 2007, they emerged as 
lenders of last resort for several inter- 
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national banks that were the victims of 
subprime crisis. 


Striking a right balance 

SWFs from Gulf have become so crucial 
and their actions are influencing the for- 
tunes of global financial markets sig- 
nificantly. Hence, investors are de- 
manding the formation of disclosure 
standards in order to have free flow of 
information and efficient functioning of 
SWFs. GCC must strike the right bal- 
ance between accumulating and spend- 
ing its oil revenues. It includes exploit- 
ing the unique opportunities presented 
by the current set of unstable global fi- 
nancial environment. 











Current account surplus 
(left scale) 


; Ratio of external current account surplus to oil and gas exports, in percent. 
‘ Ratio of overall fiscal surplus to fiscal oil and gas revenue, in percent. 
* Projections. 













Oil revenue fiscal saving rate 
(right scale)’ 


| so 





a 


VA 












2005 2006 2007 2008 









Backed by increasing oil prices, GCC 
is in a good position to capture the sub- 
stantial illiquidity premiums caused by 
the massive deleveraging among global 
investment banks and brokerage firms. 
Policy makers need to adopt a common 
strategy to tackle the inflation problem 
that has gripped the region for the last 
two years. Inflation is a global challenge, 
and in the case of Gulf, it is a serious 
concern as the inflation is complicated 
by the fixed link of domestic currencies to 
the declining dollar. The GCC Secre- 
tariat, in a statement urged its mem- 
bers that “In the short-term, GCC coun- 
tries should maintain the present mon- 
etary policies, which peg the national 
currencies to the US dollar until the cur- 
rent global financial downturn is over 
and the dollar recovers.” Fortunately, 
the GCC is tackling these problems from 
a position of strength. GCC’s prudent 
decisions for continued domestic growth 
and rising living standards will consoli- 
date the region’s position globally in the 
years to come. However, Richard Thomp- 
son, London-based Editor of the Middle 
East Economic Digest warns, “The cur- 
rent building frenzy is a worry, too, as the 
countries compete for the financial and 
tourist trade. They risk creating a glut 
and a collapse. It will be a rough ride. But 
over time, following the money pays. ”m 


-N Janardhan Rao and P S Sarath Chandra 
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Euro Economy 








As ECB is getting ready to celebrate the 10" birthday of euro, the happy 
moment may be marred by many unfavorable events outside and inside the 
Eurozone, including the mediocre performance of Portugal, Italy, Ireland, 
Greece and Spain (PIGS). 





Ņ uphoria is sweeping across the 
Eurozone, as euro would suc- 
cessfully turn 10 very shortly 

beating all the skepticisms as regards 
its existence and performance. The 
European Central Bank’s (ECB) 
achievement of knitting together a di- 
verse group of central banks and a dis- 
parate group of currencies into Euro has 
got the desired results in the first 10 
vears of its existence. 

Unlike his predecessor Wim 
Duisenberg, Jean-Claude Trichet, the 
incumbent President of ECB, has been 
successful in upholding the euro as a 
common currency. He has successfully 
driven euro towards gaining momen- 
tum as an international trade, invest- 
ment and reserve currency. 
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Within a relatively short span of 
time, undoubtedly euro has established 
itself as a genuine rival to the US dol- 
lar. Though countries like Germany are 
prospering and adore ECB, there are 
also a few dark spots like Portugal, 
Italy, Greece and Spain (PIGS), also 
called the ‘Club-Med’, which are not 
only dragging down the performance of 
the bloc but also threatening to derail 
the stability of the union. 


Eurozone: Deepening fissures 

Despite the claims made by ECB about 
euro’s success, cracks are appearing 
among the Eurozone economies which 
threaten to widen in the near future. 
Only a few member-countries have ac- 
climatized themselves to the discipline 
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Will PIGS Break Up from the Eurozone? 


of euro; especially, those countries on 
the northern part of Eurozone have 
fared better than those on the southern 
part, leading to a north-south divide in 
the Euro-area. Northern countries like 
Germany, Austria and the Netherlands 
have adopted enough reforms to make 
their economies robust and more com- 
petitive. They are now concerned about . 
high inflation, and so prefer higher in- 
terest rates; nevertheless, they are will- 
ing to live with a strong currency. 

At the other extreme, southern coun- 
tries like Greece, Portugal, Italy, Ire- 
land and Spain (PIGS) have failed to 
reform their economies and hence are 
suffering from eroding competitiveness, 
rising prices, heavy unemployment and 
bloated government debts. They are ap- 
prehensive of a possible stagnation, 
and prefer lower rates and a weaker cur- 
rency. 

Eurozone is peculiar, in the sense, 
leaders like Germany and laggards like 
PIGS use the same money but have con- 
flicting problems. In the initial days of 
euro’s inception, countries like Ger- 
many had to forego their strong curren- 
cies for the goal of a common currency. 
Whereas, weaker economies like the 
PIGS were worried about being over- 
whelmed by the mighty Germany. 

But by 2002, Germany’s economy 
deflated, and its real estate and ex- 
ports suffered very badly. All these 
caused a heavy slump in its economy; 
since the German economy catered to 
one-third of Eurozone’s economic out- 
put, the ECB was forced to render an 
easy monetary policy and lower interest 
rates. This stance of the ECB turned out 
to be a blessing in disguise for the PIGS. 

The lower interest rates and a 
weaker euro helped the PIGS economies 
experience a stronger growth, and a re- 
sultant housing bubble, for a couple of 
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“The second decade of EMU is likely to bring more difficult internal adjustment 


problems than the first one.” 


By most yardsticks, Europe’s common currency 
‘euro’ has been a success in its first decade. Can 
you briefly comment on the economic success of 
euro? What else, do you think, is important at this 
point? 

The first decade of EMU can be called a suc- 
cess if one looks at the area averages of the 


growth (on a per capita basis equal to the 
US), and employment growth (higher than 
in the US). On one key point, however, it is 
possible to arrive at a clear conclusion: price 
stability is not in danger in the Eurozone. 
The ECB has not been able to achieve ex- 
actly the goal it set for itself—“close to but 
less than 2%” in terms of inflation. Indeed on this metric, the 
ECB has not reached its own target for 8 of the 10 years of the 
euro. But the overshot has been on average quite modest, and 
there is clearly no substantial, homegrown danger for price 
stability. In the 10” year of the euro, the inflation rate went 
over 3%, but most indicators suggest that this will remain a 
temporary blip, due mostly to the extraordinary increase in 
energy and commodity prices. As it is highly unlikely that 
crude prices will continue to increase at their recent pace, it is 
thus unlikely that inflation will constitute the main issue for 
the second decade of the euro. 


PIGS (Portugal, Italy, Ireland, Greece and Spain)—Europe’s negative 
version of the fast-growing BRICs—seem to be unhappy with the ECB’s 
tightening monetary policy in the Eurozone. How do you think PIGS 
could deal with this situation? 

The real story of the first decade of EMU was also marked by 
significant divergences within the euro-area. The last years 
were profoundly influenced by prolonged post-unification 
blues in Germany, which led to prolonged weakness in domes- 
tic demand and deflationary pressures, coupled with strong 
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domestic demand in most other euro-area 
member countries on the back of persistent 
real estate booms. As the real estate cycle is 
now turning everywhere, it is likely that the 
second decade of EMU will see a substan- 
tial reversal of the previous divergent 
trends, with a relatively much stronger per- 
formance in Germany, but deflationary 
pressures almost everywhere else. The key 
question is how those euro-area member 
countries with the largest need for cost/price 
adjustment (the ‘club-Med’, including nota- 
bly Spain, Italy, Greece) will cope with the 
downward adjustment pressures. Our con- 
cern is that this type of situation is unprec- 
edented for these countries. By contrast, 
Germany has had the experience of several episodes of pro- 
nounced overvaluation, which each time forced painful ad- 
justment in the export sector. The second decade of EMU is 
thus likely to bring more difficult internal adjustment prob- 
lems than the first one. 


What problems, do you think, will pop up when leaders like Germany 
and laggards like PIGS use the same currency? 
The cases of France and Italy are conceptually easier, but 
probably politically more difficult to deal with. In both of 
these two countries, there has been little overbuilding so 
that the impact of the downturn in the real estate cycle 
should be much more modest than, for example, in Spain or 
Ireland. Hence, there should be no need for a prolonged pe- 
riod of high deficits to offset extreme weakness in domestic 
demand. Greece seems to be in a different category since 
it is running a deficit close to 3%, even though its economy 
is overheating and its debt ratio remains above 100% of 
GDP. 

The divergence in the openness of the economic and po- 
litical systems of these countries is likely to lead to different 


years. In the meantime, Germany un- 
derwent a painful process of cutting la- 
bor costs and streamlining operations. 
_As the German economy regained its 
momentum, the euro too gained 
strength against the dollar and the in- 
terest rates also plummeted. However, 
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the PIGS failed in shielding their econo- 
mies and the result is that now they are 
very much vulnerable to ECB’s harder 
policy stance in response to the global 
developments like dearer oil, weaken- 
ing dollar, aftereffects of subprime cri- 
sis and the global credit crunch. 


Trichet had been very modest in 
leaving the interest rates at 4% for the 
past one year. But since the inflation 
has not reversed, but instead reached a 
seven-year high of 4% on July 3, 2008, 
he announced a hike of quarter basis 
points in the interest rates, in tune with 
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political choices in future. Since the Italian and French 
economies and their political systems have remained rela- 
tively closed, the first reaction of economic policy makers in 
these countries to the coming slowdown is likely to be an 
increased use of fiscal policy. However, since both countries 
are already starting from rather a weak position, with defi- 
cits already close to 3% of GDP, even before the downturn 
has started this must lead to significant violations of the 
Stability Pact and hence to tensions within the euro-area 
governance. 


Recently, the Prime Ministers of PIGS were heard saying that they 
would be better off without euro or ECB. Do you think ECB would other- 
wise turn to softer monetary policy to woo PIGS? 

Unfortunately, there is little the euro-area instances (the 
ECB and the Euro group) can do to facilitate the needed 
intra-area adjustments. The brunt of the adjustment has to 
take place in national labor and product markets. National 
governments might be able to accelerate the adjustment 
through structural reforms, but even their influence is lim- 
ited as there is little even national governments can do to 
influence the wage demands of trade unions (and the behav- 
ior of the labor market in general). The main challenge for 
policy makers will thus be to allow markets to work so that 
the needed adjustment in relative prices can take place with 
a minimum of friction. Experience shows that it will be diffi- 
cult to resist the call that “something needs to be done” 
when the going gets tough (for example, when unemploy- 
ment in the ‘Club-Med’ increases sharply). The ‘something’ 
might be lower interest rates by the ECB or derogations 
from the Stability Pact. This is essentially the type of ‘soft’ 
euro German policy makers asked for when a few ago 
(around 2003) their country was in the situation that can be 
expected from Spain and Italy during the next decade of 
EMU. It is clear that a soft euro will do little to facilitate the 
intra-area adjustment, but experience has also shown that 
the political instances, especially the Euro group, are likely 
to yield at least partially to this pressure. 


The north-south divide between the European Union members is very 
apparent. What do you think are the major differences between these 
economies? 

The first decade of EMU has been marked by a profound di- 
vergence between Germany (followed by some of its smaller 
neighbors) and the rest of the euro-area. This divergence has 
two aspects: real estate prices and price competitiveness. In 


our view, these two are inextricably linked. Within oaks 


the ongoing adjustment to the subsidized construction boo 
that followed unification led to continuing weakness in hous- 
ing prices and domestic demand. By contrast, outside Ger- 
many, higher house prices provided support for consumption 
and construction (especially in Spain and Ireland). 

With the onset of the subprime crisis which started in the 
summer of 2007, real estate markets have started to adjust in 
the euro-area as well. It is thus clear that the next 10 years will 
not see just a continuation of the previous trend. As house 
prices fall slowly towards their equilibrium levels outside Ger- 
many, one can thus expect rather a reversal of the previous 
trend with growth in domestic demand (and thus prices) rela- 
tively stronger in Germany than in the rest of the euro-area. 


What kind of reforms do you think the euro has brought in for its 
members? 


Pi 
Structural reforms have also proceeded, to the extent that 


these can be measured. The euro came with stringent limits 
on public finances, the Stability Pact. As countries had to 
have a deficit below 3% of GDP in order to be able to partici- 
pate in EMU, this was initially a success: fiscal policy im- 
proved in the run up to EMU. However, subsequently, the 
larger countries were often unwilling to abide by the rules 
they had to police themselves, as the euro area does not have 
its own enforcement instances. However, on the whole, the 
outcome on fiscal policy has been ‘Maastricht’ conformed, in 
the sense that, on average, deficits have come down and are 
now even on a cyclically adjusted basis, clearly below the up- 
per limit of 3% (and much lower than in the US). 


Other issues? 

It is too early to tell how the experience of creating a common 
currency for the European continent will finish. The key for the 
future sustainability of EMU is that the trends over the last 
few years would stop and reverse at least partially. Germany 
can now enjoy the benefits of its investment in greater com- 
petitiveness and a recovery in the housing market. For the 
other countries, the situation is more difficult: they must es- 
sentially do what Germany did over the last decade. They will 
have to accept a permanent weakening of their housing mar- 
kets and must somehow re-establish price competitiveness. 
This is not impossible, but as the experience of Germany 
shows, adjustment downwards always creates political diffi- 
culties, and countries tend to tighten their belt only when it is 
absolutely necessary. 


ECB’s policy of containing inflation 
within a band of 2%. 

ECB is accused by the weaker econo- 
mies, which prefer softer interest rates, 
of being biased towards big economies 
like Germany, which has a lion’s share in 
Eurozone’s output. Yet, Trichet is very 
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unambiguous in his stance of combating 
inflation. 


Portugal: The harbinger of doom 

Portugal, along with a few other econo- 
mies, benefitted from ECB’s policy in 
the later 1990s and early 2000s, but 


Portugal’s economy was the first to 
break down and was a warning to oth- 
ers. Its boom was fed by a sharp decline 
in borrowing costs and a fall in the un- 
employment to as low as 3.8%. It en- 
joyed a cyclical boost that again led to 
overheating and the economy fueled 
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wage inflation, which almost made it 
impossible for the local firms to com- 
pete with foreign rivals. Since 2005, ris- 
ing imports, falling exports (due to 
strong euro) and a rapid growth in gov- 
ernment spending have widened its cur- 
rent account deficit, which is now above 
10% of its GDP. The GDP growth rate 
fell to a mere 1.3%. 

The internal economic slowdown, 
coupled with the rising interest rates in 
the international credit market, falling 
external demand in its trading part- 
ners, particularly in Spain, the US 
subprime crisis and plummeting oil 
prices on the international market have 
made the situation worse. All these 


“have affected the purchasing power and 


private consumption of individuals as 
well as firms. 

Portuguese exporters were the 
worst hit, as banks resisted financing 
private consumption and investment. 
According to Manuel Pinho, Minister 
for the Economy and Innovation, Portu- 
gal, the Portuguese economy is again 
heading into recession as the pace of 
economic activity has plummeted for 
the seventh consecutive month to its 
lowest level since 2003, when the coun- 
try was officially in recession. 


Italy: On the ropes 


Italy, one of the founder members of the 


-Y-euro, is on the brink of collapse, follow- 


r m 


ing its economic failings. It is facing 
high labor costs, slumping exports and 
a gaping public debt. Since joining the 
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Eurozone, Italy has lost competitive- 
ness against other euro members. In the 
current scenario, it is likely that the 
Italian economy may experience a long 
period of economic stagnation. Very re- 
cently, the Italian Finance Minister 
Giulio Tremonti had confessed that the 
Italian growth rate would be near to 
zero by the end of this year. Italian 
headline growth rate has been more like 


MOM a 


Italy, the number of employed immi- 
grants is more than the number of em- 
ployed local Italians. 

So, though jobs are being created in 
Italy, unemployment among local Ital- 
ians is still persisting. The housing 
market is also limping, as the construc- 
tion activity positively correlates with 
the GDP and the rising interest rates 
are adding to the woes of the construc- 


Italy’s economic growth can largely be attributed 
to huge exports and meager government spending. 


a flame which would die out with one 
strong blow. The strong blow has al- 
ready come in the form of global credit 
crunch, rising interest rates and 
strengthening euro. Since 2001, Italy 
has been experiencing negative growth 
rates in three quarters, alternating be- 
tween periods of recession and recovery. 
In the short-term, Italy is the most chal- 
lenged of the EU economies. 

Italy’s economic growth can largely 
be attributed to huge exports and mea- 
ger government spending. But unfortu- 
nately the strong euro has virtually hit 
its exports, and due to a fall in the GDP, 
the ratio of government debt to GDP is 
increasing, which in turn is boosting 
government spending. Though employ- 
ment rate has been on an increase in 
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tion industry. Rome is bent on reviving 
the Italian economy by resorting to 
more infrastructure projects. Added to 
all these, the ageing population of Italy 
is growing and the burden of pensions 
on the government is escalating. Fund- 
ing all these is a major issue. The rising 
interest rates have tightened liquidity 
in the Italian markets. So Italy is once 
again on the ropes of recession and 
whether it will be able to sustain is a 
major concern. 

OECD economists Romain Duval 
and Jorgen Elmekov reiterate that EU 
membership has ruined the Italian 
economy. All these developments may 
prompt Italy to opt to move out of the 
Eurozone, and even if it does, life may 
not be very easy. 


lreland: End of Celtic Tiger boom 
Ireland also shares the experiences and 
predicament of other PIGS members. 
The Celtic Tiger boom, which began in 
the 1990s and slowed in 2001, and 
picked up pace again in 2003, only to 
slow down once again by 2007, has 
transformed Ireland from one of the 
poorest countries of Europe to one of the 
affluent countries. Since 1999, Ireland’s 
construction industry has created nu- 
merous jobs locally and even attracted 
quite a lot of foreign workforce. 
However, Ireland’s economic 
miracle turned dubious ever since house 
prices began to fall last year and the de- 
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pressing macroeconomic data is point- 
ing towards an imminent recession in 
the country. Irish inflation was around 
3.5%, and unemployment, which rose 
for the last time in 1999, jumped to a 
nine-year high of 5.7%. 

Irish exports are under threat from 
euro's strength, particularly against the 
dollar and the pound, eurrencies of two 
major Irish trading partners, the US and 
Britain. The current aecount balance is 
also widening owing to contraction of the 
manufacturing sector and shrinking of 
the service sector. Changes in consumer 
spending patterns are very evident. 
ECB’s rate hike and tough credit condi- 
tions are worsening the situation. 

Like other PIGS nations, Ireland is 
also looking for a softer monetary policy 
from the ECB. 


Greece: Debacle in the offing 

Greece at least can be proud of its sculp- 
tor who won the contest for 2- coin that 
is to be unveiled on the 10% birthday of 





euro. This may be a point of pride for 
Greece, but seven years after it had for- 
gone its drachma for euro, Greece's eco- 
nomic situation is not very encouraging. 
Like in other PIGS economies, in Greece 
too, the prices of essential goods are ris- 
ing steeply and its inflation is more 
than that of the Eurozone. Greece’s high 
inflation has contributed to wages and 
labor costs, which have grown much 
faster than those of its Eurozone peers. 

ECB’s stance of lower interest rates 
in the initial days of euro’s launch 
prompted the borrowing costs in Greece 
to plummet, further boosting the bank 
lending, consumption spending and 
prices. Everything was perfect until 
ECB started to tighten the monetary 
policy. The rising interest rates and a 
strong euro contributed to inflationary 
overheating. 
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One contrast between Greece and 
other PIGS economies is that Greek 
firms are making huge profits even in 
this situation by passing on the costs to 
the customers. Many foreign firms that 
have entered the Greek market have 
also started following the example set 
by domestic firms and, instead of exert- 


Spaniards are celebrating their soccer win in 
Euro Cup 2008. Unfortunately, there is no such 
success in matters that are economic. 


ing downward pressure on the prices, 
are competing for a share in profits. 
Prices of all the essential goods have 
increased signaling high inflation. 
Greek households have started cutting 
their expenditure which would in turn 
affect Greece’s economic growth. 

Another issue bothering Greece is 
its excessive use of oil. In 2007 alone, 
net oil imports of Greece amounted to 
65% of gross energy consumption, while 
Eurozone average was 33%. Rising glo- 
bal oil prices will unquestionably affect 
Greece’s trade deficit. Already the gov- 
ernment debt is 95% of GDP, and cur- 
rent account deficit is almost 15% of its 
GDP. Added to all these woes, Greece is 
lacking proper social welfare and tax 
systems to protect its people. 

The Greek people are increasingly 
losing their confidence in the ability of 
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those at the helm of affairs to handle 
the situation well. Greece will probably 
be the worst sufferer if the crisis un- 
folds. ECB’s remedy to Greece should be 
very interesting. 


Spain: No ‘euro’ cup here 
Spaniards are celebrating their soccer 
win in Euro Cup 2008 final against Ger- 
many. Unfortunately, there is no such 
success in matters that are economic. 
Since last year, Spain has been wit- 
nessing an economic downturn after en: 
joying a cyclical boost for a considerable 
time. 

Spanish goods and services have 
been facing a rapid loss of competitive 
ness internationally owing to a shar} 
rise in its wage costs against its trad 
ing partners since 1999. The rising in 
terest rates have led to the housin; 
bubble burst and consequently thi 
residential construction has goni 
down. This has led to a loss of jobs fo 
many Spaniards as well as foreign im 
migrants. 

With the mounting unemploymen 
rate, the number of people claiming ur 
employment benefits has increase 
manifold. In construction industr 
alone, the unemployment rate has ir 
creased by 71%. Similarly, unemploy 
ment claims in service industries hav 
gone up by 18% and among foreign in 
migrants by 74%. These, together wit 
the rising interest rates, have put 
huge pressure on the firms as well a 
the government exchequer. 
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The credit crunch engulfing 
gpain's property market is turning 
out to be a national calamity casting 
its effect on other sectors as well. Ac- 
cording to Deutsche Bank, the present 
property crisis in Spain is more seri- 
ous than the one experienced in the 
early 1990s. The banks also have suf- 
fered losses due to rising provisions 
against bad debts. 

The rising inflation (almost 4.7%) 

has augmented the prices of petrol, 
electricity, food and a host of other 
things that Spaniards buy. The GDP 
growth rate has been falling since last 
year. The growth rate in the latest 
(quarter was 1.8%. The current account 
Ageficit is widening and has reached al- 
most 10% of the GDP, indicating that 
the Spanish exports are suffering 
badly. 

All these facts indicate that a reces- 
sion is imminent in Spain. The Spanish 
government is expecting softer interest 
rates and a weaker euro so that they can 
sell their goods internationally at at- 


Prolonged economic upheavals, together with 
ECB’s tough stance, may even force the PIGS 
nations to quit the Eurozone. 


F 


tractive prices. But this seems impos- 
sible in the current scenario. 

A disheartening fact for the Span- 
iards is that their government has little 
control over interest rates, interna- 
tional finance or commodity prices. The 
Spanish Prime Minister Jose Luis 
Zapatero is blaming the ECB for the 
woes faced by the country. They have to 
live with high interest rates and strong 
euro which are contributing to the loss 
of their export competitiveness. 

For Spain to come out of the 
recessionary phase, it has to strive for 
wage growth and make the labor mar- 
ket more flexible. It is hard, but it can 
%earn from the experiences of Germany. 
- It will be interesting to see what is go- 
ing to be ECB’s pill for Spanish 
economy. 
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ECB: At the crossroads 

Had the PIGS economies not tied up 
with the ECB, they would have deval- 
ued their currencies and got over the 
problem of loss of competitiveness. 
Since they are not in a position to do, 
they are keeping their fingers crossed 
and are looking forward to ECB’s 
sweet pills to cure their economic ills. 


i 


The Prime Ministers of Italy and 
Spain in particular are very much 
bent on leaving the euro area and be 
independent. They feel euro has ru- 
ined them. On the other hand, like 
weeds destroying the whole crop, the 
sluggish performance of these five 
economies is stifling the Eurozone’s 
overall economic performance. 

But if they move out of the 
Eurozone they would not be able to 
sustain because the internal and ex- 
ternal developments in the last two 
years have damaged their economies 
beyond repair. In the present situa- 
tion, though ECB can give a direction 
to them, the ultimate onus lies with 
the respective governments. Now all 
that they can do is take a leaf out of 
Germany’s book and start revamping 
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their economies like Germany did in 
the early 2000s. 

The role played by ECB is that ofa 
moderator. From undervalued Ger- 
many to fast-growing Cyprus, ECB has 
to take into consideration divergent 
growth and inflation rates. Yet the bank 
has to see the Eurozone as one piece, 
and cannot act in favor of just a few 
countries. Some decisions may seem to 
benefit a few economies and be detri- 
mental to others. This was true in the 
case of Germany as well as the PIGS 
nations. 

Though the economies of PIGS are 
shrinking, the ECB had hardly given in 
to their demands, as controlling the 
Eurozone’s inflation is its priority. Pro- 
longed economic upheavals, together 
with ECB’s tough stance, may even force 
the PIGS nations to quit the Eurozone. 
If this happens, the purpose of creating 
a common monetary union and a com- 
mon currency would become meaning- 
less and might ultimately lead to the 
demise of the EU. 

Evidently, ECB is at the cross- 
roads. While it is unsure as to whether 
to adopt a softer or harder monetary 
policy to contain inflation in the 
Eurozone, the differences between the 
member nations are widening day by 
day. In the light of these developments, 
only time can tell what the second de- 
cade holds for ECB.= 


— T Jyotsna 
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Australian Economy 


Growing Down Under 





Though the main downside risks to the Australian economy include a 
greater than expected fall in commodity prices and a larger than projected 
rise in inflation, Australia has more reasons to be cheerful. 


What sort of pecultar capitalist coun- 
try ts this in which the workers’ represen- 
tatives predominate in the upper 
house...and yet the capitalist system is in 


no danger? 
- Vladimir Lenin 
Revolutionary Soviet Leader 
on Australia 


en Creative Paper Tasma- 

nia, the largest handmade 
papermaking mill in Aus- 

tralia, announced, in 2005, that it was 
officially launching ‘roo poo paper’, they 
never expected that the announcement 
would generate unprecedented interest 
among the people at home and abroad. 
Roo poo paper, as the name implies, is 
paper made from kangaroo’s dung. 
Joanna Gair, Manager of the company, 
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who was immediately inundated with 
an impressive number of bulk and indi- 
vidual orders for the paper and con- 
tacted from around the world for inter- 
views and orders, could not hide her glee 
then: “It’s just so funny, as well as it be- 
ing the eco-message which we try to get 
across; there’s a real giggle factor as 
well,” she would say of the unique paper 
that had captured the imagination of 
the people. “It’s made out of poo, but 
also it’s so Aussie.” Of course, there is 
something certainly unique about this 
‘Aussie spirit’, be it in the way they play 
cricket or take themselves—gung ho, 
sprightly, in-your-face—made famous 
by the Foster’s ad, featuring a few true 
blue Aussie fans rooting for their na- 
tional team with the chant, “Aussie, 
Aussie, Aussie, Oie, Oie, Oie!” 


Likewise, there is also something 
unique about the situation that the Aus- 
tralian economy finds itselfin now. While 
the economy is currently experiencing un- 
precedented gains in terms of trade, it is 
also feeling the pressures of inflation, 
which has been on the rise following an 
increase in domestic demand. As a com- 
modity producer, Australia’s terms of 
trade have risen considerably, bringing in 
benefits from higher resource prices. This 
has had an expansionary impact on the 
economy, increasing the size of money 
supply and consequently the aggregate 
demand. In short, unlike other developed 
nations, Australia is beset by a problem 
of different kind: tackling inflation that is 
gradually rising as a result of the pres- | 
ence of strong expansionary forces in the 
economy and the growth in domestic de- 
mand. 

A mixed bag 

Since the recession of 1991, the Austra- 
lian economy has come a long way. Now 
in its 17" year of economic expansior- 
its economic growth has been averaging 
a healthy 3.5%. Unemployment rate. 
which stood at 11% once, has come down 
to 5%—the lowest in 30 years. Besides 
the high commodity export prices, the 
economy is enjoying the highest terms 
of trade since the mid-1950s. 

However, there are concerns as well. 
Inflation, which stood at 1.9% in 2007. 
is up at 2.9% this year, and is expected 
to be above the 2-3% range in 2008-09. 
The annual GDP growth, which aver- 
aged 3.3% in 2003-07, is expected to av- 
erage 2.6% in 2008-12. The current ac- 
count deficit as a percentage of GDP 
stands at -5.3%, up from -6.2% a year 
ago. The Australian dollar, which aver=¢ 
ages 1.12 against the US dollar as of 
now, is forecast to depreciate against 
the greenback in 2009-12 due to falling 
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interest rates and weakening world 
mmodity prices. 
A While domestic demand will con- 
tinue to remain the main engine of 
growth, it is bound to moderate as 
households move to reduce their high 
levels of debt. While the continuing be- 
low par growth in the manufacturing 
sector has been contributing to the 
growing trade deficit, the news that 
nearly 82% of firms are reporting out- 
put that is getting close to full capacity 
is definitely not music to ears. In addi- 
tion to the capacity constraints in the 
manufacturing sector, there is an 
economy-wide labor shortage, as the 
jfall in unemployment rate has, para- 


Adoxically, added to the difficulty in get- 


ting qualified and skilled labor. 


So far, yet so near 

Time was when the refrain among the 
Australian business and political es- 
tablishment used to be that the after- 
shocks of the US subprime crisis and 
the possibility of recession taking hold 
of the American economy would in no 
way impact the Australian economy, as 
it had almost become decoupled from 
the US. However, they are not so sure 
now. This follows reports that indicate 
that Australian economy is now in the 
first phase of a slowdown. According to 
Dun & Bradstreet’s Economic and Risk 


peettook report, released in April this 
year, the Australian economy will expe- 


rience a significant slowdown that could 
extend beyond 2008 as a struggling US 
economy bears down on global growth. 
A close look at the 17-year uninter- 
rupted economic growth of Australia 
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would reveal that the average 3.5% 
growth rate over the period was due to 
two important factors: one, the boom in 
commodity exports, thanks largely to the 
rapid expansion of China, which has over 
the years become Australia’s major 
trading partner (see Table); two, unpar- 
alleled rise in the levels of corporate and 
household debt, which in turn generated 
zooming share prices and real estate val- 
ues. However, the heavy reliance on min- 
eral exports and debt has exposed the 
Australian economy to the global credit 
squeeze and inflationary problems in 
China. As Peter Kriesler, Associate Pro- 
fessor, University of New South Wales 
put it: “The huge foreign debt and the 
huge private sector debt means that 
we're much more susceptible to reces- 
sion, interest rates, etc. coming from 
abroad.” Also, as many experts opine 
the shriveling of Australian manufactur- 
ing sector has left the economy depen. 
dent on resource exports to countries like 
China. Any economic disruption in 
these countries may lead to a resource 
boom collapse—something that Austra- 
lian economy can do without. 





The Aussie spirit 

However, as FT Feather. a noted social 
psychologist, avers. Australians. as a 
nation, are characterized by an ideology 
that values “mateship. group solidar 
ity, and equality and a system that re- 
wards individuai achievement and per- 
sonal advancement’ And given this 
famed Aussie spirit. these are chal 
lenges that the Australian business 
and political establishment would not 
mind meeting head-on. 

A scrutiny of the history of inflation 
in Australia would reveal that inflation, 
which stood at above 15% in 1974, was 
brought down to about 2-3% by 2001, 
and has been maintained more or less at 
this level since then. Given this track 
record, Australia’s chances of keeping in- 
flation low over the medium-term ap- 
pear good, though it may involve a period 
of considerably slower growth in de- 
mand. Glenn Stevens, Governor of Re- 
serve Bank of Australia, has predicted 
that inflation, which has picked up in re- 
sponse to strong demand, will fall back 
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to 3% by mid-2010 and continue declin- 
ing gradually thereafter 

The Australian esta’ lishment is 
also expected to initiate measures, like 
promoting strategic investments in in- 
frastructure projects and introducing 
reforms in education and training, to 
overcome the deficits in infrastructure 
and skills. This is essential! to keep up 
exports, which are tipped to surge 40% 
during the coming financial year, led by 
massive growth in the minerals and 
energy sectors. According to the Aus- 
tralian Bureau of Agricultural Re- 
sources Economics, the agricultural 
sector too is poised for a good showing, 
with a 65% increase in winter crop pro- 
duction (forecast for 2008-09) and a 
12% rise in farm sector exports. 

Given the fact that the last five years 
have been among the most productive 
and successful in Australia’s economic 
history, the outlook for Australian 
economy is quite encouraging. Most im- 
portantiy tne continued dependence of 
Asian countries, especially China and 
India. on Australian raw materials and 
minerals will keep the Australian growth 
momentum alive and kicking. Also, the 
subprime-induced slowdown of the US 
economy 1s expected to create speculative 
investment opportunities for Australia. 
While Australia, no doubt, needs to be 
wary of the global repercussions of a 
shrinking US economy, it should not ig- 
nore the other dampening forces at work 
on its own soil. For example, the higher 
interest rates and tighter lending stan- 
dards and the rise in inflation at home 
could spawn wage and price expectations, 
These are areas that Australia has to 
keep a close watch on. 

All that aside, Australia has in fact 
more reasons to be optimistic and up- 
beat: for one, the major driver of 
Austraha’s growth—the rise in terms of 
trade—is set to become stronger; for an- 
other, the booming export to China and 
rest of Asia (about 60% of the total ex- 
ports already) is bound to grow in the 
coming days. Perhaps, it is time to join 
the chorus: “Aussie, Aussie, Aussie, Oie, 


. ® 1” 
Oie, Oie!”= - R Venkatesan Iyengar 
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dog 
n. 


1. A member of the genus Canis that has been 
domesticated by man since prehistoric times. 


2. In the BCG Matrix, a business unit or product with a 
low market share in a mature, slow-growing 
industry. 


case study 


n. 





i. A detailed intensive study of a unit, such as a 
corporation or a corporate division, that stresses 
factors contributing to its success or failure. 


2. An exemplary or cautionary model; an instructive 
example. 
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Crisis in Vietnam 
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Still Hope Floats High 





The war-ravaged Vietnam economy, which made a spectacular comeback in 
the last decade, thanks mainly to the cosmetic economic reforms adopted 
since the mid-1980s, is again in the throes of a deep crisis. But the future 
ahead is certainly not that much foggy, as still there lies some bright spots on 
\ the horizon. 





nly a few months ago, the So- 

cialist Republic of Vietnam 

was touted as the next Asian 
miracle, with its vrooming economy at- 
tracting billions of dollars of foreign in- 
vestment, thanks to the massive eco- 
nomic reform program initiated by the 
communist government since 1986. 
Over the past decade, Vietnam had 
been a stupendous success story and 
an attractive investment paradise to 
the global investors. Its economic 
growth had been among the highest in 
-the world. It had also achieved rapid 
” growth in agricultural and industrial 
production, construction and housing 
and exports. 
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But in recent months, the meteoric 
feat of the past decade has somewhat 
been blurred, as the economy has been 
severely battered by skyrocketing infla- 
tion, a ballooning trade gap, a tanked 
stock market and serious worries about 
the currency and banking sector. In a 
nutshell, the economy has started 
showing signs of ‘overheating’. And now, 
undeniably, Vietnam is encountering 
the thorniest economic challenges in the 
post-reform era. 


A remarkable recovery 

The history of Vietnam is replete with 
bloody wars, internal conflicts and po- 
litical upheavals. The Southeast Asian 
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nation had snatched independence 
from oppressive France in 1945 and 
subsequently engaged in years of bitter 
battles with US-sponsored forces 
(known as the infamous Vietnam War) 
which ultimately ended with the Com- 
munist Party’s victory in 1975. Whatso- 
ever, the costly Vietnam War had se- 
verely damaged the Vietnam economy, 
and the war-wrecked nation stood po- 
litically and ideologically disinte- 
grated. Even the government's com- 
manding economic policies could not ex- 
pedite the post-war reconstruction pro- 
gram. Added to it, the trade restrictions 
enforced by the US and most of Europe 
on Vietnam after the war had exacer- 
bated the growth prospects of the 
economy. 

However, in 1986, the ruling Sixth 
Party Congress had introduced large 
scale economic and political reform 
programs, called ‘doi moi’ (renovation) 
and designed a path towards interna- 
tional integration. And soon this mar- 
ket-friendly policy turned out to be a 
major hit. In 1995, Vietnam joined the 
Association of Southeast Asian Na- 
tions (ASEAN) and a US-Vietnam 
trade pact was inked in 2000. And by 
the end of 2000, the country had virtu- 
ally established diplomatic relations 
with many nations across the globe. 
Under ‘doi moi’, private ownership was 
encouraged in industries, commerce 
and agriculture. And the Vietnam 
economy had achieved around 8% an- 
nual growth rate during 1990-1997 
and continued to expand at around 7% 
during 2000-2005, making it the 
world’s second fastest growing 
economy after China. 

All these efforts culminated in Viet- 
nam joining the World Trade Organiza- 
tion (WTO) in 2007 and in its successful 
bid to become a non-permanent mem- 
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“While the growth fundamentals remain sound, several short-term challenges have 
emerged which policy makers are struggling to address.” 


How do you see the present economic situation of 
Vietnam? 

James McCormack: The present economic 
situation in Vietnam is more challenging 
than it has been since the annual GDP 
growth rate dipped below 5% in 1999. Since 
then, economic reforms to open the economy 
to international trade and investment have 
contributed to much stronger GDP growth 
rates, among the highest in Asia. Trade and 
investment flows picked up in anticipation 
of Vietnam becoming a member of the 
Werld Trade Organization, which it 
achieved at the beginning of 2007. In previ- 
ous years, Vietnam began an extended pe- 
riod of export-led, foreign-financed eco- 
nomic growth that was supported by large-scale government 
investment in infrastructure development. The comparative 
advantages offered by Vietnam—including low-cost, well- 
educated labor, improving infrastructure and a viable alter- 
native to investing in China—attracted considerable invest- 
ment in manufacturing, and the growth model was sus- 
tained for several years. 

While the growth fundamentals remain sound, several 
short-term challenges have emerged which policy makers 
are struggling to address. It is these challenges that will 
derail growth, at least in 2008. If insufficiently addressed, 
the current challenges risk a more extended period of eco- 
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Donald H Straszheim: After almost a de- 
cade of economic growth, second in the world 
only to China’s remarkable advance since 
1978, Vietnam’s economy has begun to 
struggle. While Vietnam’s equities, at the 
time of writing this, have rebounded by 
about 33% since hitting a low of 366 on June i 
20, 2008 (Ho Chi Minh City Index — 
HCMC), the underlying economic funda” 
mentals do not look good. The bottom was a 
full 69% decline from the March 2007 peak. 
When economic fundamentals turn as nega- 
tive as they have in Vietnam recently, the 
typical end in the modern era has been a 
near economic and financial markets melt- 
down. 

The Vietnamese people are enjoying their improv- 
ing living conditions in recent years. Real GDP growth was 
8.2% in 2006, 8.5% in 2007, and has averaged over 8% this 
decade. But real GDP growth in 2008 is unlikely to meet the 
government’s recently downward-revised 7% forecast. 2009 
looks to be a year of slower growth than 2008, perhaps dra- 
matically so. The prices of energy and many commodities— 
imported in order to run the country’s industrial/export en- 
gine—have escalated sharply. The falling Vietnamese dong 
is making these imports even more expensive. Vietnam’s 
export markets in the industrialized world—US, Europe, 
Japan and Korea—and even in China to a lesser extent, are 


nomic distress. 


ber of the United Nations Security 
Council in 2008. 

Last year, the economy grew at a 
healthy rate of 8.5%, the fastest rate in 
11 years, with housing prices scaling 
new highs and the stock market script- 
ing new records. In 2007, Vietnam 
attracted an estimated $20.3 bn worth 
of foreign direct investment, which was 
nearly double the $10.2 bn of FDI in 
2006. In the tourism sector, Vietnam 
topped the list in the world with 4.2 
million foreign visiters in 2007, up 
18% from 2006. In fact, signs of delight 
and prosperity were pervading all the 
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| slowing cyclically. The trade sector is slipping and is likely 


streets through the state capital of 
Hanoi to financial capital Ho Chi Minh 
City. 

This upbeat mood of the economy 
had prompted leading global invest- 
ment bank Goldman Sachs to com- 
ment that Vietnam would become the 
next economic tiger in Asia. Goldman 
Sachs experts opined that Vietnam 
had the required potential and the 
right combination of prerequisites 
and policies to emerge as a nation 
with a persistent high economic 
growth such as that of China and In- 
dia. But in recent months, the nation’s 


predicament—caused by a gamut of 
problems such as flared up inflation, 
widening trade and fiscal deficits, an 
illiquid stock market and grave con- 
cerns about the currency and the 
banking sector—has left the one- 
party-led communist nation in the 
lurch. 


The deepening crisis 

Vietnam has been the second fastest 
growing economy in the world in the 
last half-a-decade, behind only China, 
and the 85-million population of Viet- 
nam had never been better off earlier 
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| prea a 2008 deficit of around 8.5% of GDP. Foreign direct 

wvestment has been flowing into Vietnam in recent years 

as many global pools of capital have identified the country 
as a great long-term prospect. 

The Consumer Price Index inflation rate in June was over 
26%, the highest since 1997, and up from 7.4% in 2006. There 
is no end in sight yet to the inflationary surge. In addition, the 
budget deficit looks to be about 7% of GDP in 2008, and has 
been in the 4-5% range during 2004-07. 

Positively, Vietnam became the 150" 
member of the World Trade Organization in 
November 2007 and has entered into a vari- 
ety of bilateral and multilateral trade rela- 
tionships, all longer-term positives. The gov- 
ernment is implementing various pro-mar- 
ket policies and trying to learn from their 

arket-oriented trading partners. 


What are the problems that communist Vietnam is 
facing today? 

James McCormack: Vietnam is currently 
faced with two major problems. First, infla- 
tion has accelerated, and is currently be- 
tween 25% and 30%. Second, the trade defi- 
cit has increased very quickly. In 2007, the 
trade deficit was US$12 bn; in the first five months of 2008 
alone, the trade deficit reached US$14 bn. High inflation and 
a sharp deterioration in the trade balance, and thus the over- 
all balance of payments, would normally result in currency 
depreciation. The Vietnamese dong has not depreciated sig- 
nificantly, as it is carefully controlled by the State Bank of 
Vietnam, and does not trade outside of Vietnam. There is a 
risk that the unofficial (or black market) exchange rate could 


kj deviate from the official rate, especially if depreciation pres- 


sures persist. In the case of Vietnam, this would most likely 
be evident in households switching banking deposits from 
local currency to foreign currency. If demand for the local cur- 
rency declines sufficiently, it is possible that the official rate 
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becomes untenable, and the central bank would need to inter- 
vene to support it—by drawing down its foreign exchange re- 
serves—or allow a large depreciation. 

A third problem, which is less urgent than inflation and 

the trade imbalance, is a rising fiscal deficit. As a net oil 
exporter, Vietnam benefits from higher oil prices, and about 
one-third of government revenue is derived from oil. But, with 
large infrastructure projects underway—financed mostly by 
international donors, but with at least 
some fiscal implications—and repeated in- 
creases in the public wage bill, the overall 
fiscal deficit is expected to remain more 
than 6% of GDP this year. 
Donald H Straszheim: Vietnam’s current 
problems are summarized by noting the 
above conditions—slowing growth, inflation 
that is far out of control, trade and the bud- 
get in sizable deficit, equities that have 
plunged, a currency that is in doubt, and for- 
eign investors—portfolio and direct—that 
are wondering if Vietnam is in for a real 
hard landing after several years. 

If the overseas sector loses confidence in 
Vietnam, the much-needed foreign technol- 
ogy, talent and capital will no longer be 
available. Despite all the growth, Vietnam remains a poor 
country with a low technology base that is short on business 
managerial skills and talent, and one that needs a steady 
inflow of capital from offshore to drive its growth, urbaniza- 
tion, modernization and development. 

A real risk is for Vietnam’s currency, the dong, to depreci- 
ate sharply in the way that has been commonplace in Asia, 
Latin America and Eastern Europe and elsewhere in recent 
years. Memories of the Asian crisis of 1997 remain vivid in 
the minds of many international investors. And with Viet- 
nam now suffering as noted, here is a major concern. 

In addition, Vietnam’s economy has not been managed 
well for a long time up to this point. Their handling of the 


But too much of sweetening things is 
now turning bitter. Inflation is gallop- 
ing. In the first half of 2008, the infla- 
tion rate hit 20.3%, the highest rate in 
more than a decade. And eight consecu- 
tive months of double-digit inflation 
has instigated a spate of strikes in the 
communist country. 

In the first half of the year, the coun- 
try had witnessed more than 300 
strikes, which ultimately led the man- 


© agement of the manufacturing firms to 


announce a small pay hike. In June, the 
inflation rate climbed up to 27%, and is 
now eating up much of the gains made 
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by the citizens over the last several 
years. And with commodity and energy 
prices moving incessantly northwards, 
Vietnam’s inflation rate is likely to go 
even higher. 

In addition to the scorching infla- 
tion, Vietnam is now plagued by trade 
deficit and a budget deficit that are 
both in the range of 6-7% of GDP. In 
the first half of this year, the country 
had a trade deficit of $14.8 bn, driven 
mainly by rising imports of fuel, ma- 
chinery, construction steel, fertilizers 
and automobiles. Whereas, the coun- 
try had a trade deficit of $14.1 bn for 


the entire year 2007. The country’s 
base interest rate—which determines 
banks’ lending and deposits—has 
moved up to 14% this year from 8.25% 
last year. In May, the Ho Chi Minh 
Stock Exchange (HOSE index with a 
market capitalization of about $11) 
plunged by 67% from its March 2007 
peak and was down by 60% from a 
year earlier. 

Local investors are now disheart- 
ened and foreign investors also cannot 
get their money quickly out of the mar- 
ket. Resultantly, millions of dollars of 
foreign investments are put on hold be- 
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downdraft in equities, in 2007-08, trying to arrest the decline 
by imposing tight 1% daily trading bands, was naive in the 
extreme and met with no success. There was not enough focus 
on infrastructure building, so essential in an economy with 
two main economic centers at the opposite ends of the coun- 
try—Hanoi and Ho Chi Minh City. 

But the fact that the Socialist Republic of Vietnam is 
nominally communist—and essentially run by the Commu- 
nist Party of Vietnam—is not a major minus to growth and 
development prospects for the next generation. China, with a 
mixed economy of market incentives and government direc- 
tion, has performed better over the last quarter century than 
any economy in the world over the last 200 years. Only time 
will tell whether Hanoi will be able to transform its economy 
to China-like growth and vibrancy. 


What factors could be attributed to these problems? 

James McCormack: Higher international commodity 
prices have certainly added to Vietnam’s inflation, but there 
are other factors that have contributed as well. Specifically, 
the Vietnamese economy has been growing too quickly, and 
money supply growth has not been properly controlled. In 
economies that grow too quickly, or overheat, there is typi- 
cally upward pressure on prices, as demand grows faster than 
supply. Further evidence of demand growing faster than sup- 
ply is the emergence of a trade deficit, as domestic production 
can't keep pace with domestic demand, causing imports to 
increase. So, Vietnam is showing the classic symptoms of an 
economy that is overheating—higher inflation and a rising 
trade deficit. 

Money supply growth has been driven by large balance of 
payments inflows, especially foreign direct investment and 
portfolio inflows. Foreign investors have been setting up 
manufacturing facilities, while portfolio investors were at- 
tracted last year by Vietnam’s booming equity market. The 
equity market has subsequently corrected, scaling back port- 
folio inflows considerably, but foreign direct investment in- 
flows remain sizeable. The challenge for any central bank 


when there are large foreign exchange inflows is to man 
the effects on the exchange rate and the domestic money sup- 
ply. Since the Vietnamese dong does not float, the central 
bank accumulated foreign exchange reserves to prevent its 
appreciation, and domestic money supply increased accord- 
ingly. Without instruments to absorb the increase in domes- 
tic liquidity, domestic credit growth accelerated, contributing 
to higher GDP growth and higher inflation. 

Donald H Straszheim: In 2007 and 2008, Vietnam’s 
economy became overheated in a typical “too much money 
chasing too few goods” excess demand surge. The overheating 
is evident in the trade deficit that has become quite struc- 
tural in nature. Many, indeed most, Southeast Asian nations 
in recent decades have tried to develop their economy by 
manufacturing and exports, yielding a trade surplus. Viet- 
nam is not there yet. 

Foreign direct investment has flowed into the country 
since 2000, overwhelming the realistic investment opportuni- 
ties available to be executed in the short run. The result has 
been a rise in construction costs and in nearly all components 
thereof. This demand-pull situation has driven up other costs 
and prices, resulting in a dangerous inflationary rise. 

The rise in inflation is squeezing real incomes of the work- 
ers, contributing to labor unrest. Various ad hoc government 
programs have attempted to control prices via administra 
tive mechanisms. Such interventions are causing price distor 
tions to what market forces would produce, with the atten 
dant resource misallocations. But the government in Hano 
feels compelled to intervene. Merchants, business people anc 
workers, who anticipate their government to deliver positiv 
results, are also too inexperienced with markets to under 
stand that market forces and incentives are more powerful i 
the long run than government edict and command. 

Similarly, the budget deficit that Vietnam is now run 
ning has become structural. The people expect more fron 
their government at a cost lower than what is realistic. 

Furthermore, Vietnam’s economic future continues to b 
severely handicapped by a weak infrastructure—railroad: 





ceuse of the current economic turmoil 
and high interest rates. But interest- 
ingly, in the first half of the year, foreign 
direct investment in the country rose 
fourfold to nearly $31.6 bn from a year 
earlier. But, unquestionably, with more 
robust and stable economic outlook, 
FDI flow would have definitely been 
much higher. 

During the boom phase, many Viet- 
namese invested or borrowed specula- 
tively to invest in the property market, 
which at that time offered more lucra- 
tive returns than imterest earning 
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bank deposits. Over the 12 months up 
to March 31, Ho Chi Minh City’s (the 
commercial hub of the country) office 
market prices were up 94% year on 
year. Thereafter, property investments 
had drastically declined, with prices 
for property transactions lower by as 
much as 20-30% on last year’s prices. 
And now many are afraid that the in- 
timidating property bubble could soon 
burst with dire consequences for do- 
mestic banks. 

Vietnam’s currency, the dong, has 
been gradually depreciating vis-a-vis 


the dollar in recent years. More re 
cently, Hanoi has announced a 2% de 
preciation of dong as part of its bas: 
repairing act. But with inflation rat 
persistently moving up, a mere 2% di 
preciation of dong is a far cry from kee] 
ing Vietnam’s export industries con 
petitive. Furthermore, the depreciatir 
currency made equity market particip: 
tion uneconomic for foreign investors. 

Citing the umpteen challenge 
faced by the economy and the uphi 
task ahead of the government to rein | 
inflation, the leading rating agen 
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highways, airports, seaports, sewer systems, water systems, 
subways and an electric power grid. The upgrading, to be com- 
petitive, requires a lot of resources. 

Vietnam’s leaders have little experience with the global 
economy. Mistakes of policy remain commonplace, creating 
inefficiencies which lead to higher prices and lower output. 
The current economic leadership in Hanoi was schooled in the 
workings and structure of a command-and-control economy. 
However, those lessons are becoming less relevant every year 
as Vietnam is integrated into the global system. The state 
sector remains dominant in many places where the market 
would do a better job. 


What are the solutions to these problems? How do you see the future of 
Vietnam? 
James McCormack: With inflation rates as high as those in 
Vietnam, the policy solutions are not very appealing. In order 
to break a possible wage-price spiral and curtail inflation 
expectations, the central bank needs to tighten policy consid- 
erably. A tightening of the magnitude necessary to bring in- 
flation back under control risks pushing the economy towards 
a much slower growth path. It seems inevitable that growth 
will, in fact, slow, but it remains an open question whether 
the authorities can orchestrate a ‘soft landing’ whereby the 
reductions in inflation and growth are gradual. The longer 
policy makers wait to begin this process, the more difficult it 
becomes, as inflation rates continue to move higher. To date, 
there have been several policy initiatives, including policy in- 
terest rate increases and announced reductions in the 
government’s growth forecast. These need to be matched by 
fiscal restraint as well, since a reduction in the fiscal deficit 
would also help reduce growth. 
Donald H Straszheim: Most important, Hanoi needs to get 
inflation back under control. The longer inflation remains 
this high, solving Vietnam’s problems will get ever more diffi- 
cult. A mixture of price controls won't do. 

The government must bring the budget deficit down 
with a long-term plan that is credible with global inves- 


OMY SPECIAL ISSUE 





tors. Immediate cuts in spending are not so much need 2 
as a message that Hanoi has a long-term vision and kno 
that it must control spending while supporting those pro- 
grams that contribute to long-term growth—including in- 
frastructure. 

Hanoi needs, furthermore, to be able to display to the glo- 
bal economic and financial community that it is developing a 
professional and transparent regulatory structure, and that 
it is fighting corruption within government. 

There is no mystery as to what needs to be done in Vietnam 
to bring the economy back from the brink of a currency crisis 
and full-blown meltdown. Hanoi has the advantage of learning 
from the highly-successful Chinese experience. The people of 
Vietnam, like those in China, largely have already decided, not 
surprisingly, that growing rich is more satisfying than staying 
poor. And the path to that growth is no mystery. It involves a 
growing role for markets, while respecting the still dominant 
role of the government in guiding the economy's overall direc- 
tion and structure. The best assumption is that this is the road 
that Hanoi will take, though a significant interim economic 
slowdown in 2008 and 2009 is likely. 

If these steps are taken, global investors will again take a 
positive view of Vietnam. Inflation will gradually come down 
and the currency will avoid a total meltdown. The budget defi- 
cit will come under better control and the trade deficit will be 
gradually reduced as a share of GDP. The above will allow the 
equity markets to again become functional and attractive in 
the long run, with foreign investment, technology and talent 
entering the economy. 


Any other comments? 

James McCormack: The Vietnamese economy remains 
supported by a stable political system, clear commitment to 
economic reform and distinct advantages in terms of its abil- 
ity to attract foreign investment. It is imperative, however, 
that the current inflation challenge is managed properly. At 
risk is not only the country’s short-term economic outlook, but 
also its medium-term prospects. 


Moody’s has recently downgraded 
Vietnam’s ratings outlook to negative 
from positive. Another global rating 
agency Fitch, in May, had lowered its 
eutlook for Vietnam’s sovereign debt 
to ‘negative’ from ‘stable’, stating that 
the country has already started show- 
ing signs of overheating and its re- 
sponse to rising inflation “has been too 
slow and too small”. 

The Vietnamese government is also 
not optimistic about the near-term out- 
look of the economy and it has recently 
lowered its 2008 economic growth fore- 
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cast from 8.5% to 7%. The General Sta- 
tistical Office of Vietnam has recently 
commented that, “In the second half of 
the year, the social-economic situation 
remains complicated, we will continue 
to face the existing difficulties and pos- 
sibly unpredictable challenges, includ- 
ing natural disasters.” 


In search of solutions 

According to a recent report by the 
World Bank, the inflation spike in Viet- 
nam, to some extent, is related to the 
rapid increase in international prices, 


especially of food, oil and construction 
materials. Furthermore, the expansion- 
ary monetary policy adopted by the 
Vietnamese government in the past 
three years, aimed at speeding up eco: 
nomic growth, has backfired and is now 
igniting inflation. 

Added to it, the government ir 
Hanoi has been slow to mitigate some 
of the serious problems because of dis 
cord among the Communist Part; 
hardliners and the party’s more libera 
economic reformers. This has indeec 
come in the way of tough policy stance 
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and has inadvertently led to frag- 
mented decision making. “Economic 
conditions have clearly become more 
difficult over the past year, with the 
economy overheating in the context of a 
weakening global financial environ- 
ment,” commented IMF Country Chief 
Benedict Bingham. He further added 
that rising inflation, rapid credit 
growth, an expansionary fiscal policy 
and aggressive investment spree by the 
State-Owned Enterprises (SOEs) had 
significantly widened the external cur- 
rent account deficit. 

Whatsoever, the International Mon- 
etary Fund (IMF) has recommended 
that Vietnam should tighten monetary 
and fiscal policy to fix its overheating 
economy. It has further prescribed that 
the communist government should 
raise interest rates, cut the budget defi- 
cit, improve oversight of the banking 
sector and push market reforms. And in 
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recent months, the Vietnamese govern- 
ment has started dealing with the prob- 
lems more proactively. 

To curb the inflation, the govern- 
ment has adopted a tightened mon- 
etary policy. The State Bank of Viet- 
nam (SBV) has raised the benchmark 
interest rate from 8.75% to 14%. The 
SBV has recently put a brake on 
money supply growth, making it diffi- 
cult for firms to exchange foreign cur- 
rency, including swapping US dollars 
for the local unit, dong. It has also ap- 
plied stricter rules for lending, in- 
creased compulsory bank reserves, ex- 
panded bond issues to absorb local cur- 
rency and hiked interest rates. The 
Ministry of Finance is now also recon- 
sidering the level of maximum foreign 
ownership, which is currently stuck at 
49% in locally listed companies. 

As the stock market falls and do- 
mestic punters look to sell, the proposed 
reform would allow foreigners to buy 
more shares. That would mark a signifi- 
cant departure from the authorities’ 
past emphasis on guarding against the 
potential destabilizing impact of for- 
eign, rather than local, investor flight. 

Now it is widely believed by Viet- 
namese policy makers and the domes- 
tic media that high inflation will be 
curbed in the second half of the year as 
the government measures take effect. 
Bingham praised Vietnam’s recent 
market reforms and said strong FDI 
inflows this year corroborated the view 
that Vietnam’s “longer-term economic 
reform story...remains a compelling 
one”. He said “indications are that eco- 
nomic activity has so far remained rea- 
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sonably robust, buoyed by healthy ex- 
port growth and high commodity 
prices.” The IMF was also encouraged 
by government plans to fix the prob- 
lems, but this must translate into “a 
concrete and convincing policy package 
that will bolster investor confidence 
and restore macroeconomic stability.” 


Ray of hope 

Though the present numbers look bad, 
Vietnam’s long-term economic outlook 
is not that much murkier, Many experts 
believe that the government's ability to 
tackle public dissent firmly mitigates 
the threat that strikes will turn into 
violent protests or will encourage calls 
for political change. Vietnam still re- 
mains a stable country with young, 
cheap and educated workforce, Even to- 
day cafes and bars in Hanoi are as jam- 
packed as before, though with the visi- 
tors’ purse strings considerably tight- 
ened. Local inhabitants, who were con- 
fined indoors during the hot summer 
daytime, now also get out of their house 
and enjoy the cool breeze. 

The foreign investors have not lost 
faith on the prospects of Vietnam 
economy. In fact, they don’t have any 
plan to permanently withdraw from the 
country. What they are doing is tempo- 
rarily halting their projects in the hope 
of garnering more future returns. Even 
big multinationals such as South Ko- 
rean POSCC and Hon Hai of Taiwan, 
are not losing hearts and are still bull- 
ish on Vietnam’s growth prospects. m 


- Y Bala Bharathi, Sanjoy De and G P Mrudhula 
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Real Estate Sector 


Losing Steam? 





As the euphoria of the last few years give way to a sense of caution among 
realtors, the real estate sector braces itself to face the double whammy of 
runaway inflation and hardening interest rates. 





fter growing az a fast clip during 

the last few years, the real es- 

ate sector in India appears to 

have hit a rough patch. Property prices 
across major cities in the country are 
witnessing steep corrections amidst a 
slowdown in demand from buyers, who 
in turn have been hit hard by the rising 
cost of home loans on the one hand, and 
inflation on the other. However, realtors 
have another issue to worry about: the 
credit crunch. Globally, as the banking 
sector has been hit hard by the US 
subprime crisis, banks are taking a cau- 
tious approach and reducing their expe- 
sure to the realty sector. Further, as 
banks in the US and elsewhere are writ- 
ing off billions of dollars in bad loans, it 
has led to a severe credit crunch world- 
wide. To avert liquidity crisis and also 
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to rein in food and oil prices-led infla- 
tion, central banks, globally, are resort- 
ing to tight monetary policies. Turmoil 
in financial markets has also effectively 
meant that realtors cannot access IPO 
market to fund their projects. 

All this has had a telling impact on 
the real estate developers in the coun- 
try. As the sources of funds have dried 
up, many builders have been forced to 
borrow at exorbitant rates, while many 
others are either going slow on their fu- 
ture projects or in extreme cases have 
shelved some of the projects. According 
to a recent report in The Economic 
Times, property prices have crashed by 
almost a fourth in major metros like the 
National Capital Region (NCR), 
Mumbai suburbs, Bangalore and 
Hyderabad. “Poor sales and lower 


availability of credit at higher cost have 
prompted property developers to end 
the mad rush to acquire land,” it said. 


The bear hug 
The sudden turn in fortune is reflected 
in the performances of the stocks 
from the sector. According to 
Moneycontrol.com, nearly all real es- 
tate stocks hit their new lifetime lows 
in June. Further, worst of all, 80% of the 
stocks from the sector are now trading 
below their IPO price, which include 
some big names like DLF, HDIL, 
Parsvanath, Omaxe and Sobha Devel- 
oper, while the Realty Index has de- 
clined 63% during the same period. 
Surprisingly, the market sentiment 
has turned bearish (in realty stocks) 
despite solid performances reported by 
many of the companies from the sector. 
A Business Line study shows that top 
players like DLF, HDIL, Purvankara, 
Indiabulls real estate, and Mahindra 
Lifespaces registered profits growth in 
three digits in the fiscal 2007-08. How- _ 
ever, this has failed to cheer the mar- 
kets as a host of negatives have popped 
up on the realty scene of the country. 
The biggest worry is the lethal com- 
bination of inflation and interest rate. 
Inflation rates in India rose to the 13- 
year high of 11.89% for the week ended 
June 28, 2008. To rein in a runaway in- 
flation, the central bank in June raised 
interest rates to the highest in six 
years. In fact, the interest rates have 
almost doubled in the past four years 
with the interest rate on fixed-rate 
home loan, now hovering well above 
14%, suggests leading industry body, 
Assocham. For instance, in June, many 
of the top banks in the country imple- 
mented a hike of 50-100 basis points 
(bps) in both floating as well as fixed 
home loans. While HDFC’s (the biggest 
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SOMETIMES IT PAYS 
TO GO TO THE OTHER SIDE. 








lender in the country’s real estate sec- 
tor) floating rate and fixed rate are now 
11% and 14% respectively, the fixed 
rate of ICICI Bank, which announced a 
75 bps across the loan types, is now 
probably the highest in the industry at 
14.75%. 


Prices cool off 

This has led prices to cool off, in general, 
across major cities of the country. For 
instance, even the office rental market 
has been affected by the slowdown wit- 
nessed in the residential property seg- 
ment. According to a report by global 
real estate consultancy firm, CB Rich- 
ard Ellis, Gurgaon and some business 
districts in Delhi have seen a decline of 
up to 25% in office rentals in the April- 
June quarter this year. Even in hot mar- 
kets like Mumbai and Bangalore, the 
demand has been moderated as office 
occupiers deferred their expansion and 
downsized their commitment. The 
consultancy firm estimates that the av- 
erage rental in Gurgaen’s grade A office 
properties has declined from Rs 105 per 
sq ft to Rs 95 per sq ft in June quarter, 
compared to the March quarter on the 
back of increased supply and softening 
of demand. Similarly, Nehru Place in 
Delhi is witnessing a significant correc- 
tion. The rentals in grade A properties 
in Nehru Place are down from Rs 280 
per sq ft to Rs 270 per sq ft, while grade 
B properties’ rentals have seen a de- 
cline of 25% to Rs 150 per sq ft. Property 
rentals in other markets in the NCR re- 





gion have remained stable. This could 
be attributed to a significamt addition 
to the supply in places like Gurgaon and 
Noida, while it expects Jalosa in Delhi 
to continue to add more space in the 
coming quarters. “The office rentals in 
places like Gurgaon may have started 
declining, but they are still a bit too 
high. With a lot of supply hitting the 
market by early 2009, rentals are likely 
to rationalize in almost every metro 
city,” said Anshuman Magazine, CB 
Richard Ellis, South Asia, CMD. In cit- 
ies like Mumbai and Bangalore, which 
saw stagnant rentals, it was more due 
to the fast deteriorating global eco- 
nomic climate, which has had an impact 
on the office space demand, the report 
said. “Space occupiers and tenants were 
observed to have become cautious with 
their expansion plans and ...even post- 
poned their real estate decisions,” it 
added. 

When it comes to land prices, in 
Mumbai alone, prices have dropped 
dramatically, if industry consultants 
are to be believed. For instance, after 
heading northward for two years, there 
have been significant drop in prices at 
many places in the commercial capital 
of the country. According to reports, the 
auction at BKC, by Jet Airways, saw 
rates drop a popping 30% to Rs 32,000 
within just four months after the record 
land auction in November 2007 at the 
Bandra-Kurla Complex which saw prop- 
erty change hands at Rs 46,000 per sq ft. 
In fact, the first half of the current year 
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has already seen erosion in land prices 
across major cities like Mumbai, Pune, j 
Bangalore, Chennai and Gurgaon} 
“There has been a visible downwar 
trend in land auctions that started be- 
ginning of this year,” said Anuj Purl, 
Chairman and Country Head, Jones 
Lang Lasalle (JLL). JLL claims that 
land prices at many places in Mumbai 
such as Thane, Turbhe and Nerul in 
Navi Mumbai, rates are down from 
Rs 18-20 cr an acre to Rs 15 er. “If the 
market remains soft for another six 
months or so, there should be a further 
drop in land prices,” said Puri. 

However, some others feel that 
prices are not going to see drastic falls 
any time soon. Barring a few pockets, ` 
property prices, in general, have jumped 
by 50-100% in 2007-08 alone, according 
to Assocham. That means affordability 
still remains a major issue for an aver- 
age prospective buyer. According to 
Pranay Vakil of Knight Frank, “The 
residential market is dependant on the 
interest rate. With the interest rate 
likely to go up by 1% or maybe 1.5%, it 
will have a significant effect on the EMI 
and therefore the residential market.” 
“We have seen this happen from Febru- 
ary 2007 that whenever interest rates 
have gone up, the volumes have suf- 
fered; today you have a situation where 
the volumes are 40% of the normal vol- 
umes we have seen prior to that date. 
On the residential segment, you will © 
have cement and steel prices going up 
along with anything dependant on 
freight. With that the residential seg- 
ment is going to further suffer,” he told 
in an interview to CNBC TV18. 

There has been a fall in home loan 
portfolio of banks this year. According 
to the study by Assocham, as the inter- 
est rates started rising in 2004, the 
growth rate of housing loans and non- 
food credit has been declining. The 
housing loan growth has fallen to about 
12% in 2007-08 (as on February 15, 
2008 on yearly basis) from 49% in the 
financial year 2004-05, it said. Another 
report, dated May 30, 2008, by Switzer- 
land-based Credit Suisse suggests that 
top mortgage lenders like HDFC and 
ICICI Bank which grew their loan books 


| Chartered Financial Analyst | 






| Demand Pattern 





GLOBAL Je) 


Housing demand 





Consumption demand 
(~70-80%) 


Salaried-NRI's and 
ITATES 
(~90-95%) 


fl Source: CRISIL Research 


by over 30% have seen their housing 
loan disbursals fall sharply in recent 
quarters. “Disbursements in financial 
year 2008 were in fact marginally nega- 
tive, showing a 1% decline over financial 
year 2007,” the report said. It added 
that given the increasing ticket size of 
home loans due to the rising real estate 
prices, volumes of home loan disburse- 
ments could actually be down by over 
20% in 2007-08. The report attributes 
the trend to the affordability factor say- 
ing that the EMI as a percentage of 
monthly net income for a middle-class, 
salaried person has grown by 60% from 
` 2004 to 2006. The report predicts a sce- 
nario of persistent weak demand for the 
next three years unless property prices 
correct by 25% or mortgage rates de- 
cline by 250 bps (basis points). 

While the end of the single-digit in- 
terest rate era of last few years have 
dampened the sentiment of retail buy- 
ers, property developers are the worst 
hit. The recent subprime crisis in the 
US and subsequent belt tightening by 
banks everywhere else have not left the 
banking industry untouched here ei- 
ther. Several risk-management mea- 
sures taken by the apex bank of late has 
resulted in banks gradually curbing 
their exposure to the sector; subsequent 
4o that bank loans are no longer easily 
| available to realtors now. Worried over 
an uncertain economic environment 
and to mitigate unforeseen risks, banks 


Self-employed 
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are even forcing builders to cough up 
more margin money in projects. Accord- 
ing to industry experts, banks are now 
asking promoters and developers for 
contribution as high as 25-30%. Be- 
sides, the banks have also increased 
lending rates for real estate projects. As 
a result, realtors, which so far were bor- 
rowing at less than 10% rate a year ago, 
are now paying at Prime Lending Rates 
(PLR) of 12.25-12.75% for new projects. 
According to the apex bank, the banking 
sector gave Rs 53,897 cr to the real es- 
tate sector as on February 15, 2008. The 
year-on-year growth in credit deploy- 
ment was 26.7% (Rs 17,361 cr) as 
against 79% (Rs 18,770 cr) a year ago. 
The growth in loans to commercial real 
estate remained high, notwithstanding 
some moderation, RBI said in its 
macroeconomy report for 2007-08. 

In the meanwhile, Crisil, India’s top 
credit rating agency, in a recent report 
has warned against over-leveraging in 
the sector mainly by medium- and 
small-sized realtors, and said that they 
could face a liquidity crunch in the com- 
ing months. The report, “Liquidity pres- 
sures in realty could lead to shake-out,” 
suggests that a number of medium- 
sized and small real estate developers 
have stretched themselves operation- 
ally, and borrowed heavily, to benefit 
from the real estate upturn of the past 
three years. It added, “The current slow- 
down in demand for realty, coupled with 
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declining internal accruals and reduced 
funding options, exposes them to the 
downside of this aggressive strategy: 
there are large amounts of debt already 
on their balance sheets, and external 
funds are increasingly hard to come by.” 

Many of these developers over- 
stretched themselves by buying lands 
at exorbitant rates in anticipation of 
further appreciation in property prices, 
funding them mostly through debt; big 
developers have however followed a pru- 
dent mix of debt and equity which have 
perhaps saved them the blushes. How- 
ever, they face a bleak scenario now in 
view of the slowdown across the resi- 
dential, commercial and retail seg- 
ments in the country since early this 
year. The rating agency predicts delays 
in many ongoing and planned real es- 
tate projects which may lead to sale of 
projects or even enterprises. 

With the mood in the IPO market re- 
maining bearish, this has prevented 
companies from the sector look for other 
sources of funding, primarily the Private 
Equity (PE) players. However, PEs too 
have turned cautious. “A prolonged slow- 
down may damp the appetite of private 
equity funds, forcing smaller developers 
to either borrow at higher rates or de- 
fault on their obligations,” said Fitch 
India, arm of the US-based global credit 
rating agency, in a recent report. Some 
developers face fund shortages and may 
tap buyout firms as investors sell real 
estate stocks on falling sales. 

In commercial segment, in particu- 
lar, many experts feel that a correction 
is inevitable. The reason: improved sup- 
ply. According to Vakil, “A time has 
come when the supply is catching up 
with the demand which has been cre- 
ated in the last 2-3 years. Therefore, 
there is a tendency to bring down the 
rentals, which will obviously have its 
effect also on the capital values. But, 
the rentals have by and large come 
down by about 15-20%.” However, the 
trend is not consistent across the coun- 
try. “Mumbai is little less affected, but 
if you look at Pune or the tier II cities, 
tier III cities are more likely to be af- 
fected with this kind of reduction in the 
rentals,” added Vakil. 
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Odds are rising 

Inflation has emerged as a prime threat 
to the industry as it is increasingly fac- 
ing rising costs of key inputs such as ce- 
ment and steel, which have not only 
pushed their costs, as builders find it in- 
creasingly difficult to pass on the rising 
costs to customers, it has led Margins to 
shrink. According to estimates by Crisil, 
the sharp increase in the cost of land and 
construction materials (primarily steel 
and cement) has pushed up input costs 
by 20 to 30% over the past two years. On 
the other hand, upward trend in interest 
rates have hit the realty buyers hard as 
EMIs become dearer, thus forcing poten- 
tial buyers to postpone or drop their plan 
(zo purchase). 

Many major projects have faced de- 
lays owing to escalation in operating 
costs while developers find it difficult to 
raise funds. According to the Crisil re- 
port, the restrictions on External Com- 
mercial Borrowings (ECBs) and classi- 
fication of preference shares as debt, 
announced in May 2007, have cut down 
two other funding sources. Also, nega- 
tive investor sentiment, which has 
gripped the IPO market for some time, 
has also deprived realtors of tapping an 
important source of funding. Adding to 
the woes further is the fact that FDI 
norms do not allow real estate invest- 
ments below a certain size and value. 
“These unfavorable real estate and fi- 
nancial market conditions have coin- 


cided with a sharp increase in the scale 
and size of projects executed and 
planned over the past two years. As a 
result, many builders— mainly small 
and medium-sized ones—are opera- 
tionally at full stretch, besides being fi- 
nancially leveraged,” the report high- 
lights. As a consequence to that, many 
of the builders have also been facing 
threat of a downgrade that could further 
affect their ability to tap the debt mar- 
ket. On the contrary, some large players 
like DLF have announced share 
buyback plan to boost market senti- 
ment. However, to what extent that 
cheers investors remains to be seen. 
Meanwhile, several reports by stock 
analysts and rating agencies have fore- 
cast short-term pains for the sector. For 
instance, Fitch Ratings, in a recent re- 
port, has cautioned that the short-term 
outlook for India’s real estate sector is 
negative with slowing demand and 
growing liquidity concerns, coupled with 
the tightening bias of monetary policy, 
leading to a possible negative impact on 
the credit profiles of real estate compa- 
nies. India’s real estate industry may 
witness the exit of weaker developers as 
a rise in interest rates and property 
prices deter buyers and crimp sales, 
said the report. For instance, the report 
mentions the example of Mumbai 
where registrations for new properties 
declined 16% in the first three months 
of the current calendar year. “Sales may 
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fall further across India’s major mar- 
kets if developers hold on to priced 
Fitch said. The agency also doesn’t rufe 
out possibility of a shake-out in the in- 
dustry which could weed out some of the 
weaker entities within the sector, and 
increasing the relative strength of some 
of the larger, more established develop- 
ers,” Sandeep Mulik and Roopa 
Raman, Analysts at Fitch Ratings, 
commented in the report. It has also 
warned that the liquidity risks on ac- 
count of significant bullet repayments 
falling due during the course of 2008 re- 
main a key challenge across the board. 
However, it feels that larger, estab- 
lished and well-capitalized sniper 
with access to banks/financial institu 
tions would remain better positioned to 
manage this risk. 


Calling global investors 

However, it’s not all gloom. The sector 
has, of late, attracted the attention of 
many global investors. For instance, 
Unitech recently inked a partnership 
deal with the US-based Lehman Broth- 
ers Real Estate Partners for a 50% 
stake for Rs 740 cr. A number of such 
deals have been inked by Indian 
realtors in recent times notwithstand- 
ing the general gloomy mood in the 
stock market. According to estimates 
by Moneycontrol.com, since 2005, when 
the construction and real estate sector 
was opened up, a total of $30 bn has 
made its way into the realty markets of 
the country. “India is still an opportune 
place to invest,” it quoted Brett White, 
President and CEO, CB Richard Ellis 
Group, as saying. It says that notwith- 
standing the global market meltdown 
and subprime woes, the Indian property 
market is still expected to grow at 21% 
annually to a $140 bn market by 2012. 
With returns continue to be in double-dig- 
its, which means even if it is expensive, 
the Indian property market cannot be ig- 
nored, it said. “It is scary because nobody 
from the investor community wants to be 
the last one in. Huge demand by MNCs is 
not being met by supply,” said Brett ¥ 
White. According to global investment 
bank, JP Morgan, land deals in Indian 
real estate totaled Rs 23,000 er 
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$5.7 bn) in the first quarter of 2008. It 
eo that another Rs 10,000 cr 
re is in the pipeline. 

In the meanwhile, PEs continue to 
shase the India growth story, as far as 
the real estate is concerned. The PE 
graph in India’s real estate sector is 
growing as high as its skyscrapers. Ac- 
cording to industry estimates, in the 
first five months of 2008 itself, private 
equity players have surpassed the 
amount they invested in whole of 2007; 
PEs pumped in close to $3 bn last year. 
“Earlier, people could tap debt as well 
as the public market, both of which have 
dried up today. PE is today more avail- 

a versus the other two. Deals that 

e happening today have a higher com- 
ponent of preferred returns which offer a 
form of downside protection to the in- 
vestor,” said Jagdeep Pahwa, Director, 
India Investment Management. His 
firm closed a $150 mn deal with 
Maytas Properties in February, this 
year. 


On solid foundation 
Despite the current bearish sentiment, 
it is not all that gloom, at least in the 
long-term, given the factors like low 
home ownership, rising incomes, tax in- 
centives and to top it all, rapid urban- 
ization and hence need for huge infra- 
structure in the country. According to 
-stimates by Crisil, the demand for 
nouseholds is expected to reach 150,000 
by 2010, of which 55% demand is ex- 
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pected from low and middle income 
groups. With 24 million sq ft under de- 
velopment, it is projected that supply 
will be less than demand for houses. At 
present, Hyderabad has 1.1 million sq 
ft mall space and will be adding 3 to 4 
million sq ft by this year end. 

Overall demand for residential 
houses will increase and will reach 
4,500,000 house units by 2010 in Delhi 
alone and an additional of 600 shopping 
centers will be added by 2010 end in the 
country; the coming 2010 Common 


Wealth Games will also add to the infra- 
structure boom in the capital region. This 
huge demand can be mainly attributed to 
India’s ever-increasing middle-class. 
Robust population growth consist- 
ing of highly skilled workers and grow- 
ing economy, attracting investment 
from both domestic and foreign inves- 
tors, is projected to drive India’s real 
GDP above 6% p.a. for over 10 to 15 
years. Its major IT service outsourcing 
is expected to increase demand for com- 
mercial space rentals by 55 million sq ft 
in the coming five years. Also, boom in 
medical tourism and overall tourism 
will further give boost to demand in hos- 
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pitality and healthcare sector. Enter- 
tainment boom will push demand for 
amusement parks, multiplexes and 
theme parks, ete. All these will add to 
the demand for retail and office proper- 
ties in particular and commercial prop- 
erty in general. 

While prices are heading down- 
wards, realtors opine that demand for 
households within major cities and sur- 
rounding areas will increase. This is be- 
cause various economic developmental 
activities will increase employment op- 


While prices are heading downwards, realtors 
opine that demand for households within major 
cities and surrounding areas will increase. 


portunities manifold and result in mas- 
sive urbanization. In the case of 
Mumbai, for example, excess demand 
for houses will reach 778,000 units by 
2010, of which demand for 228,000 
units will come from customers whose 
income bracket will be above Rs 
500,000 per annum. While multiplexes 
and malls accounted 2.5 million sq ft in 
2007, it will add another 2.1 million sq 
ft in 2008. 

However, for the real-estate indus- 
try to meet the ever-increasing demand, 
the country must provide a conducive 
atmosphere to foreign investments and 
improve its property capital market. 
This calls for improving transparency 
and proper understanding of the mar- 
ket dynamics and acquiring best-in- 
the-class technical know-how in the 
long run. On the part of the government, 
it should encourage PPP in infrastruc- 
ture development to meet the industry 
demands. “If our cities are not renewed, 
they will die,” said the Finance Minis- 
ter. Last but not the least, with the 
market capitalization of the real estate 
sector in India standing at below 5% of 
the total market capitalization, as 
against 15% globally, there is a huge po- 
tential remaining to be tapped.= 


— Amit Singh Sisodiya and Sudesh 
Reference # 01M-2008-08-18-01 


| August 2008 | 93 


GLOBAL 


SPECIAL ISSUE 


= i ` 
© 


i 





General Motors 


Small as the New Big 


they can provide to the American car 
owner. 

As shown in Figure 1, the Korean- 
reinforced GM still faces three-cornered 
fights from the Japanese, and in the fu- 
ture, Chinese and Indian auto-makers. 
Perhaps, the secret lies in forging sus- 
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The central issues for the three big in the US are in how fast, appropriate and 
timely are the solutions they can provide to the American car owner 


— Foo Check Teck 


Professor and Honorary Chair. School of Management. 


University of St. Andrews, Scotland, UK 





ing Sun Tzu’s Art of War per- 

spective, Rick Wagoner’s move 

for General Motors (GM) to 

mass produce Compact is but an adap- 

tive strategy. The rising and still soar- 

ing oil prices and weakening US domes- 

tic economy are reasons behind why this 

is a necessity. Moreover, this is consis- 

tent. with their 2002 acquisition of core 
assets of Korean Daewoo. 

These include strengths in smaller 
car innovation, design and engineering. 
Indeed as an Adjunct Professor at the 
newly established Solbridge Interna- 
tional Business School, Woo-Sung Uni- 
versity, Daejeon, this writer is keen to 
watch how GM integrates Korean ex- 
pertise in fuel efficiency with excellent 
American marketing. 
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In the mind of the American con- 
sumer, what is most crucial, now, is in 
realizing dramatic cost Savings for 
daily living. Cheap transportation is es- 
sential for moving around. But many 
families are strapped with financial 
difficulties as a consequence of the 
subprime crisis, 

Merely providing a sub-compact 
will not turn GM around. F or, there are 
already in the market equally powerful 
solutions to car owner's search for cheap 
transportation: for example, Indian 
‘Tata Nano’ and Chinese ‘Cherry Tigo’. 

With the spiraling oil price at $4 per 
gallon, nobody wants to be caught with 
a guzzler. The central issues for the 
three big in the US are in how fast, ap- 
propriate and timely are the solutions 


tainable joint ventures with the prag{ 
matic Chinese as well as able Indian. 

Let us take a deep, long and hard 
look at GM as a corporate entity, at the 
sum total of what made GM ‘GM’ over 
these decades: the 1960s. 1970s, 1980s, 
1990s and now the 2000s. The motto 
that emerges is very American: ‘never 
say die’, a fight-back mentality. This 
can be expected from historically 
America’s best automobile manufac- 
turer. For no product, maybe blue jeans, 
can rival the automobile as being so 
uniquely American. 

Let us face the facts. By adapting 
the output of Yahoo F inance, I had dis- 
cerned very clear patterns of GM as 
master in the art of survival (see Figure 
2). D1 mirrored the decline stock price 
of GM that is followed on by a V-shape 
recovery: see the plot of U-upturn. 

What is especially worrying for 
many loyal stockholders of GM is the 
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much sharper decline of stock prices in 

vis-a-vis D1. Can Wagoner lead his 
E say, through compact yield as 
sharp a bend upwards? In other words, 
do as well as GM has done before? 

The mood at present is a definite. One 
indication is in the recent news on how 
desperately low the stock price of GM has 
already fallen. Indeed, the next decade 
may perhaps be the toughest for GM to 
survive as an automobile manufacturer. 

Traditionally, financial analysts 
tend to restrict themselves to the 
financials without exploring remote 
possibilities. Such an approach makes 
a lot of sense for analyzing corporations 
in non-critical, less extreme scenarios. 

In the case of GM, the corporation is 

facing rather dire straits. If nothing is 

ne, the corporation will slip into 
/oblivion and be of interest only to busi- 
ness historians. Our purpose here is to 
ask, what are some of ‘radical’ cures 
there are for GM. 

Having shot GM with a long dis- 
tance lens, we now take a close-up shot. 
For this, we draw on the resources of 
Google. Now clearly, as pictured, GM 
has weak financials: up to first quarter 
of March 2008, income is negative 
($3,251 mn). In view of this, financial 
controllers in GM will be monitoring 
tightly where the money goes. 

The building block strategy that 
this writer proposes is specifically to 
cite two cars as global benchmarks. 
Firstly, is the Indian marvel of Tata 
Nano: everything about it fits. The price 
-really nano, probably the world’s 

eapest car. Secondly, the exact oppo- 
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site: Noble car made-in-China, Shuang- 
huang. In European eyes (German in 
particular), it is hardly a noble act to 
copy. The Chinese made it blatantly 
clear how they see it: smarter than the 
rest. 

What the Noble episode suggests is 
how the Chinese markets are trans- 
formed. They love innovative designs 
and may even pay a premium for it. And 
from my own surprise observation of the 
Chinese in China, they may be into a 
mood of loving everything American. 
Sadly, American car manufacturers are 
yet there to ride on this wave. 

So, thirdly, what GM should con- 
trive to do is to get a product lying be- 
tween the Indian cheapest and Chinese 
smartest, a winning compact. Winning 
in a strictly financial sense as is dis- 
played on the front face of the block. 

Maybe it is a sub-compact, but GM 
will do well to configure one taking into 
the market focus American, Indian and 
Chinese. As illustrated in Figure 4, car 
buyers, the average thus hypothetical 
American car consumers, are driven by 
logic, where value for money dominates. 
In a difficult economy, he and she (hus- 
band and wife) want to stretch every dol- 
lar. 

The more affluent, potential Chi- 
nese car owners are avid fans of Ameri- 
can culture. What the American auto- 
mobile industry should do is to impress 
this on younger customers. Just as 
Tai-Chi is so Chinese, Yoga so Indian, 
so is the Car an American symbol. 
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Now, Indians are, in comparison 
with the Chinese and by necessity, more 
thrifty. So for any product to become a 
mainstay in Indian markets, it must be 
hardy yet cheap. A compact to succeed 
in India should focus on reliable, essen- 
tial features. 

The art of strategy for GM is to revi- 
talize itself through rediscovering the 
best-selling compact. So that in a fuel- 
scarce and green-conscious environment, 
GM becomes global model of succeeding 
through the small is big strategy. 

Stock prices are but a reflection of 
market realities. Do not let the current 
poor financials mar what is historically 
a marvelous American corporation. No- 
body dominates a market forever, and 
even fewer corporate giants can fight 
back with a vengeance. 

GM should look beyond the American 
markets into the fast transforming Chi- 
nese and Indian as well. Only when it be- 
comes clear in the coming months that 
the GM team is not able to win the com- 
petition, should the next option be ex- 
plored. 

Yes, invite the Chinese and Indian 
to be partners. Just do what Hilary 
Clinton has done: join hands with the 
competitor, Obama. The goal is to win 
the votes for the party. In the automo- 
bile industry, it is about solving the glo- 
bal customers’ basic needs: dirt cheap, 
air clean and yet individually custom- 
ized. So far, nobody has come close, 
maybe GM can?s= 
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Pest: Portfolio Manager. Post: Vice President- Finance Post: Accountant 

Company: Lila Investments Pvt. Ltd. Company: Texport Industries Pvt. Ltd. Company: Vika Travels Pvt. Ltd. 

Job Desc. Candidate's job responsibilities include Job Desc.: Incumbent will be responsible for all Job Desc.: Should be B.Com from reputed 

portfolio management, maintaining the books of the financial and commercial operations for institution with 5-7yrs experience in medical 

accounts on tally, preparation of cash flow multi-locational manufacturing units, effective centre, hospital industry. 

statements and bank reconciliation. cost control & fiscal discipline in the Company. Profile: Should be B.Com from reputed institution 

Profile: The candidate must be a Commerce Profile: Candidate should be CA/ICWA and should with 5 to 7 years experience in medical 

Graduate with experience of Tally 7.4 and have minimum 10 years of experience in a senior centre/hospital/industry. 

knowledge of stock market and must be a management position in a large size Exp: 5-7, Location: Saudi Arabia 

computer literate. manufacturing industry. Email: veeka@nda.vsni.net.in 

Exp: 3-5, Location: Mumbai Exp: 10-12 S_—$——$—$$ oor 

Email: nimehta@vsnli.com Location: Bangalore Post: Accountants 
ee __ Email: sagar@texportgarments.com Company: The Bristol Hotel , 

Post; Finance Control Manager T N a aa a Fee eee Job responsibilities include maintenance 

Company: Hindustan Construction Company Ltd. Post: Accountant of books of accounts, preparation of vouchers, 

Job Desc.: Candidate will be responsible for Company: Nair & Co. Outsourcing Pvt. Ltd. bank reconciliation, preparation on income tax, 


functional support of financial performance 
related aspects of project execution of the 
assigned vertical. 

Profile: Job responsibilities include transparent 
financial planning, reporting & analysis which 


sales taxes/ assessment cases. 


Job Desc.: Would be required to prepare the Profile: Should be B.Com, good in english, with Í 


Management Accounts, reconcile multi currency 
bank Accounts, process expenses, salary and 
invoice payments processing, payment 


typing speed of min-40 wpm. 
Exp: 3-8, Location: Delhi/NCR 
Email: careers@ramadabmk.com 


; £ eli . : nigi preparation. 

pripara ag lari Sipang iA margins: Snes Profile: Should be familiar with Excel, Word, good Post: Accounts Officer 

Exp: 10-20, Location: Mumbai English, Verbal & Written, self starter, competent Company: Salora International Ltd. 

Email: sailee.degvekar@hccindia.com to give comprehensible, verbal instructions. Job Desc.: Candidate would be required for making 
ee Exp: 4-7 debit note, credit note & all types vouchers etc, 

Post: Manager - Internal Audit Location: Mumbai preparation of MIS report. 

Company: Deloitte & Teuche Email: mahalaxmi.raghavan@nair-co.com Profile: The candidate needs to be M.Com. 

Job Desc.: Candidate should be CA, CIA, CISA, CPA Ep: 4-9, Location: Delhi/NCR 

with 3 - 8 yrs experience in Internal Audit / External Post: Finance Analyst Email: hr@salora.com 

Audit in any Financial institutions or Oil & Gas Company: IT2 Automate.com Pvt. Ltd. l 

Industry. Job Desc.: Candidate would be required for Post: Manager Accounts 

Profile: Candidate should be CA, CIA, CISA er CPA validating claims of business partners, advising for Company: Singhal Enterprises Pvt. Ltd. 

with 3 - 8 yrs experience in Internal Audit / External payments, resolving queries/issues of business Job Desc.: Would be required to do preparation of 

Audit in any Financial institutions or Oil & Gas partner. final account, capable of handling taxation matter 

Industry. Profile: Should be B.Com or M.Com having very specially excise/sales tax. 

Exp: 3-8, Location: QATAR good communication skill. Profile: Candidate should have good knowledge of 

Email: recruit_chennai@deloitte.com Exp: 4-9, Location: Bangalore accounts including taxation work and knowledge 
Email: dakshayani.ganesh@iqura.net of computer. 

Post: Sr. Accountant eee, | 5-7, Location: Raigarh 

Company: Protect Intra Pvt. Ltd. Post: Manager- Finance Email: carrier_singhal@yahoo.co.in 

Job Desc.: Should have knowledge of Company: Hi Tours India Pvt. Ltd. SL 

computerized accounting, responsibilities include Job Desc.: The candidate will be overall Post: Manager Accounts 

vouchers, preparation of general /accounts responsible & answerable for the Finance & Company: Rishi Madhur & Co. 

expenses, payroll etc. Account Management of the Organization. Job Desc.: The job opening is for a 

Profile: Candidate should be a Post Graduate or a Profile: The candidate should be C.A. with an Manager-Accounts position for the CA firm to 


CA-Inter having atleast 5 years of experience with experience of service industry, should have handle it own internal accounting, MIS and other 
experience in Computer accounting packages like knowledge of working in Tally requirements. 

Tally. Exp: 5-10, Location: Delhi/NCR Profile: The candidate should be experienced in the 
Exp: 5-7, Location: Hyderabad i l , field of accountancy, payroll and tax compliances, 


Email: madhuri_ganduri@hotmail.com Email: hr@ni-tours.com with Prior experience in a CA firm. 


a 


EEE Exp: 5-10, Location: Bangalore 


Post: Commercial Head ros: ee Aiii Email: sheela@rishimadhur.com 
Company: Siemens Information Systems Ltd. Company: tO. 2 ŘĖŮŮě 
Job Desc.: Responsibilities include leading the Job Desc.: Candidate would be required for 
finance function at the corporate level, ensuring efficient fund management in the Post: Asst. Manager- F&A 
participating in strategic decision making, organization to meet the business needs in time. Company: IBM India Pvt. Ltd. 
structuring deals and legal contracts. Profile: Candidate will be responsible for ensuring Job Desc.: Would be required to do team handling 
Profile: Responsibilities include leading the finance efficient fund management in the organization to and appraisal should be a qualified CA, should have 
function at the corporate level, participating in meet the business needs in time & should be worked on any ERP. 
strategic decision making, structuring deals and graduate with CA or MBA in Finance. Profile: Should have experience in team handling, 
legal contracts. Exp: 7-12 should have done appraisals, CA qualified. 
Exp: 10-15, Location: Mumbai Location: Mumbai Exp: 4-7, Location: Bangalore 
Email: dilip.redkar@s2infotech.com Email: yogitasawant@vvfitd.com Email: pachaiah@in.daksh.com 
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Post; Manager- Credit 

Company: Eaton Industries Pvt. Ltd. 

Job Desc.: The primary function of the Credit 
Supervisor is to oversee the accounts receivable 
portfolio for the divisions and provide leadership to 
the Credit Department staff. 

Profile: The primary function of the Credit 
Supervisor is to oversee the accounts receivable 
portfolio for the divisions and provide leadership to 
the Credit Department staff. 

Exp: 4-5 

Location: Pune 

Email: kapolkadam@eaton.com 


Post: Vice President - Accounts 

Company: Dighi Port Ltd. 

Job Desc.: Should be able to handle all Account & 
Finance department of company, to handle auditors 
also. 

Profile: Required experience from CA firm with 15 to 
20 years experience from manufacturing, 
Infrastructure & port industries. 

Exp: 15-25 

Location: Mumbai 

Email: jagruti_patankar@balaji.co.in 


Post: Financial Analyst 

Company: Global Automation India Pvt. Ltd. 

Job Desc.: Job responsibilities include financial data 
processing and analysis, financial data reviews, 
reports, updatation of company profiles and related 
work. 

Profile: Job responsibilities include financial data 
processing and analysis, financial data reviews, 
reports, updatation of company profiles and related 
work. 

Exp: 3-6 

Location: Bangalore 

Email: sudhag@global.com 


Post: Equity Research Manager - Hedge Funds 
Company: Career net Technologies Pvt. Ltd. 

Job Desc.: The ideal candidate will be a motivated 
and organized individual with exceptional 
communication, problem-solving, interpersonal, and 


` quantitative skills, a rigorous work ethic, and a 








genuine interest in finance. 

Profile: It is one of the Largest Investment Firm. 
Exp: 4-8, Location: Hyderabad 

Email: john.d@careernet.co.in 


Post: Accountant 

Company: Britix Enterprises 

Job Desc.: Would be required to make all data 
entries on computer, make returns-sales tax, VAT, 
TDS, etc. 

Profile: Candidate should be well experienced in the 
field to handle independently in consultation with 
IT/ ST advocates. 

Exp: 4-6 

Location: Delhi 

Email: britexentp@hotmail.com 


» 200,000 Jobs 
» 35,000 Recruiters 
» Get Jobs by email 


Why naukri.com? 


Post: Accounts Manager 

Company: Shell Transource Ltd. 

Job Desc.: The candidate should have finalisation of 
Accounts, Audit and MIS, should be familiar with 
Branch Accounting and Tally 7.2 and 9.1, Income 
Tax, Service TAX VAT etc. 

Profile: The candidate should be a CA(Inter)/B.Com 
with minimum 5 yrs of experience, should have 
good inter-personal skills. 

Exp: 5-8, Location: Navi Mumbai 

Email: sony.samuel@shelltransource.com 


Post: Executive - Accounts 

Company: Apeejay Surrendra Corporate Services Pvt. 
Ltd. 

Job Desc.: Job responsibilities include Cash Receiv- 
ables and payables, Salary processing and disburse- 
ment, ETDS, Petty cash, Banking transactions, Ac- 
counting entries 

Profile: Candidate having good communication skills 
is required. 

Exp: 3-4, Location: Mumbai 

Email: hbhagtani@apeejaygroup.com 


Post: Accountant 

Company: Waaree Instruments Ltd. 

Job Desc.: Candidate should have experience in tally 
and preparing balance sheets. 

Profile: Candidate would be required to maintain 
books of Accounts, Finalization, preparing salary 
statement, production report etc. 

Exp: 5-10, Location: Surat 

Email: Jennifer@waaree.com 


Post: Team Lead- Finance. 

Company: Keane India Pvt. Ltd. 

Job Desc.: Job responsibilities include Accounting, 
Recognition, Direct Tax, Deferred Tax. 

Profile: Should have excellent communication skills 
and willing to work in flexible timings. 

Exp: 4-6, Location: Gurgaon 

Email: barnali.baishya@keane.com 


Post: Manager - Finance & Accounts 

Company: SME Rating Agency of India Ltd. 

Job Desc.: Would be required to do setting up of 
proper accounts systems in place, internal checks & 
controls and finalization of accounts. 

Profile: Candidate required should be a CA com- 
pleted within 4 years from completion graduation. 
Exp: 4-6, Location: Mumbai 

Email: hr1@smera.in 

I ———— 
Post: Sr. Financial Analyst 

Company: Oracle India Pvt. Ltd. 

Job Desc.: Candidate will be responsible for primar- 
ily high-end MIS reporting/forecasting/budgeting 


etc. 

Profile: Should be Chartered Accountant with a 
minimum of 3- 5 years post qualification experience 
having very good finance knowledge with excellent 
excel and people management skills. 

Exp: 3-8, Location: Bangalore 

Email: bendita.maisnam@oracle.com 
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Post: Asst. Manager - Direct Tax 

Company: BMR & Associates 

Job Desc.: Would be required to contribute to 
the profitability of the firm, lead & coordinate 
the planning & management of assignments 
with guidance from partners. 

Profile: Candidate should be a CA and CS or LLB 
with relevant exposure, with Knowledge in 
Direct Tax, Corporate tax International Tax. 
Exp: 4-5, Location: Mumbai 

Email: careers@bmradvisors.com 


Post: Chartered Accountant 

Company: Next World immigration Services As- 
sociates 

Job Desc.: Job requires Accountants with min 
3yrs experience. 

Profile: Should have Min 3yrs post qualification 
experience, M.Com/CA . 

Exp: 3-8 

Location: Delhi/NCR 

Email: delhi@nextworldimmigration.com 


Post: Chartered Accountant 

Company: Tandon Information Solutions Pvt. 
Ltd. 

Job Desc.: Looking for Qualified CA with 3-5 
years of rich experience in Audit ,Taxation Final- 
ization of A/Cs. 

Profile: We are looking for Qualified CA with 3 
to 5 years of rich experience in Audit ,Taxation 
Finalization of A/Cs. 

Exp: 3-6 

Location: Bangalore 

Email: sujata.savekar@tandoninfo.com 


Post: Accountant 

Company: Sand Martin Consultants Pvt. Ltd. 
Job Desc.: The candidate should be first class 
commerce graduate with minimum three years 
experience of handling accounts with good ex- 
perience on Microsoft Word, Excel, Tally etc. 
Profile: The candidate should be first class com- 
merce graduate with minimum of three years 
experience of handling accounts with good ex- 
perience on MS Word, Excel, Tally. 

Exp: 3-8 

Location: Delhi/NCR 

Email: rvig@sandmartin.com 


Post: Accounts officer 

Company: Salora International Ltd. 

Job Desc.: The candidate will be managing all 
the accounts functions single handedly of the 
organization. 

Profile: The candidate will be handling all ac- 
counting functions, independently taking charge 
of accounts department , managing all the ac- 
counting functions. 

Exp: 3-7 

Location: Delhi/NCR 

Email: hr@salora.com 
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Nelson Mandela 


The Icon of Human Endurance 


Nee Mandela, true to his native spirit—umuntu 
ngumuntu ngabantu, we are people through other people 
celebrated his 90" birthday on July 18" by urging action 
against poverty: “Poverty has gripped our people. If you are poor, 
you are not likely to live long. There are many people in South 
Africa who are rich and who can share those riches with those not 
so fortunate who have not been able to conquer poverty.” 

Right from the early days of his fight against apartheid, 
Mandela—being theoretically and ideologically influenced by 
the readings and hearsay about Das Kapital and Marxists’ revo- 
lutionary traditions, his personal encounters with other people's 
liberation movements, particularly, Mahatma Gandhi's concept 
of Satyagraha that he preached and practiced that ultimately 
freed India from the colonial rule, Shakespeare, who, for him, is 
“he writer’, the Bible, the Quran, along with the genuine African 
influences—has developed a vision of a state that belongs 
equally to all its different people, nations and tribes. That is 
what indeed echoes in what he, while defending himself against 
the charges of sabotage and attempts to violently overthrow the 
government in the Rivonia court, said: “I have cherished the ideal 
of a democratic and free society in which all persons live together 
in harmony and with equal opportunities. It is 
an ideal, which I hope to live for and to achieve. 
But, if need be, it is an ideal for which I am 
prepared to die.” 

It is the same spirit that we saw him ex- 
hibiting when he became the democratically 
elected first black President of South Africa. 
Despite being imprisoned and banned for 27 
years by the rulers of the apartheid, Mandela 
showed an uncanny sense of that ‘middle road’ 
which upheld his basic principle of Ubuntu, 
fraternity—which implies “compassien and 
open-mindedness and is opposed to individu- 
alism and egotism”—which he passionately got incorporated 
into the manifesto of his newly formed ANC Youth League in 
1944 thus: African “regards the universe as an organic whole in 
progress towards harmony where individual parts exist only as 
aspects of this universal unity’—all through his presidency 
and leadership that worked for national reconciliation. It is 
this ‘color-blindness’ that he ardently cultivated, perhaps, in 
his long days of solitary confinement that enabled him to see 
the smooth transition toward a new South Africa that is gov- 
erned by a black President but administered by white bureau- 
cracy. It is this courage, integrity and wisdem that enabled him 


to create Truth and Reconciliation Commission as a ‘good com- 
promise’—between creation of a special court to prosecute hu- 
man rights violators under the erstwhile authoritarian rule 
and granting a blanket amnesty for those involved in such 
crimes—to handle the evils of the past and thereby empower 
the young independent South Africa reject the idea of ‘partition’ 
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and the ills thereof as witnessed in India/Pakistan; Malaysia/ 
Singapore; Israel/Palestine and survive the transition by at- 
tracting international community’s economic and political sup- 
port for its stability and progress. This rare vision of humanity 
of “looking ahead to South African reconciliation instead of 
back at the deep wounds of the past” won him the Nobel Peace 
prize, besides showing the world how deep-rooted conflicts can 
be resolved peacefully. 

All through his anti-apartheid movement, Mandela exhib- 
‘ted an unusual sense of ‘flexibility’ in the pursuit of his goal— 
anything that helped him achieve freedom for his black brethren 
became ‘tact’ for him. When in 1985 the then government offered 
to release him from jail, of course, subject to his giving up k 
anti-apartheid struggle, he declined it saying: “Only free mi 
can negotiate. Prisoners cannot enter into contracts.” But the 
same Mandela proved to be ‘large’, and comfortable to ‘contain 
multitudes’ when he, much to the surprise of his followers, initi- 
ated negotiations with the same government for peaceful recon: 
ciation, without of course antagonizing any of his followers anc 
staying solidly on course. His whole life’s journey reveals tha’ 
what should matter to a leader is: “What the goal is and wha 
the most practical way to achieve it is.” 

As President, Mandela, by entrustins 
day-to-day business to his deputy, Thabi 
Mbeki, concentrated his energies in building : 
new international image for South Africa anı 
ensured that multinational corporation 
stayed invested in South Africa. A 
Ramaphosa, one of the great leaders of moc 
ern South Africa and a favorite of Mandele 
said, his leadership style proved that a leader 
job is to ‘set the course’ but “not to steer th 
ship”. It is this belief of him to ‘lead from be 
hind’ that culminated in the most defining mı 
ment in his life: much against the traditions of many of tk 
African countries, and for that matter even against the politic: 
culture that prevailed among the many newly-freed countri 
from the colonial rule, Mandela announced his decision, that to 
early in his presidency, not to stand for re-election. He thus set € 
unprecedented example of depersonalized leadership in simp 
<nstitutionalizing’ the transfer of power in newly liberated cou: 
tries. It is, of course, a different matter that he too, like Gandl 
lost out in his battle to have his favorite anti-apartheid activi: 
Cyril Ramaphosa installed as his successor. Yet, he will be r 
membered for generations to come as a ‘unifying figure’ who wi 
his “dazzling, beatific, all inclusive smile” successfully trar 
formed himself from a leader of liberation struggle to a pl 
moter of peaceful co-existence with the same forces again 
whom he headed the liberation struggle.s E 
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Compassion 
never 
Retires! 


CorpCompassion is back again. 


Every new Savings Bank Account you open 
with us from 1“ July 2008 onwards will 
help the underprivileged” 





Compassion} 
Feature Rich SB Account 


Customer Convenience + Commerce + Compassion = CorpBank 


One account, many facilities: International Debit Card | Any Branch Banking | SMS Banking 
| Mobile Banking | Funds transfer through ATMs | Internet Banking | Multi City Cheque | RTGS / 
NEFT | LIC Premium Payment through ATMs and Mobile | Utility Bill Payment | VISA Money 
Transfer | Mobile Recharge | Auto Sweep Facility | Direct Tax Collections. 


“Corporation Bank will donate Rs. 10/- for the underprivileged for every new Savings Bank Account opened. 





Visit our nearest branch across India or call at Ahmedabad: 9824062355 * Bangalore: 9980642177 * Chennai: 9840764400 
* Delhi: 9873089893 + Hyderabad: 9441885861 « Kolkata: 9903394978 « Mumbai: 9820166086 + Pune: 9421003811. 


Corporation Bank 





of India Enterprise 
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For Banking & Non-banking financial professional, MBA & Commerce Graduates 


WIDE-RANGING CALCULATION FUNCTIONS 


Investment appraisal Break-even point 

<net present value/other methods> The break-even points can be calculated for sales- 
Calculations required for investment appraisal can volume, unit sales, leverage and other factors. 

be performed by the net present value (NPV) 


Functional calculations 
* Exponential/Logarithmic functions « Trigonometric/ 
Inverse trigonometric functions + Hyperbolic/Inverse 
hyperbolic functions + Power/Power root + V~ 

* Reciprocal + x! * nPr, nCr * Random number 


method, internal rate of return (IRR) method Or pay- 
back method. Cash-flow calculations can be made 
in situations involving fluctuating funds. 


Additional financial calculations 


* Simple/Compound interest + Bond” + Amortization  * Coordinate conversion 
* Cost/Selling price/Margin + Day « Interest rate 
conversion (conversion between nominal and ‘' 


effect've interesr rate) 
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Depreciation ; 
Depreciation can be calculated by the straight-line: 
method, fixed percentage method, sum-of-the- 
year’s digits method or declining balance method. 
rh 
Statistical calculations : y 
n, &, Xx, Ex'2, Sn-1, ön + Standard deviation 
* Single variable + Regression (linear/quadratic/ . 
exponential/logarithmic/ power/inverse numbers) + 
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Authorised Distributors : Ahmedabad : Esemje Appliances Pvt. Ltd., Ph.: 079 -26402397: Allahabad : Rania! Graphic, Ph.: 9839051190: Bangalore : Rajeev Distributors, Ph.: 080 - 22223416 
25327623; Bhopal : Chimanlal Sons, Ph.: 0755 - 4232360; Chandigarh : R.s.enterprises, Ph.: 09888218888-Chennai : Niranjan Electronics, Ph.: 044-24339023. Digitech Solutions, Ph.: 044 
28133883 / 28133882: Delhi : Casco Electronics. Ph.: 011-23242327; Tropicana Enterprises, Ph.: 9818465700: Dehradun : Sarthak Agencies, Ph.: 0135-2651847: Faridabad : Gulati’s Book 


Palace, Fh.: 9810221647: Ghaziabad : U.R. Peripheral - Ghaziabad, Ph.: 9968270243: Goa : Digital Direct Distribution, Ph.: 0832 - 2420180: Gurgaon : We Four - (division Of Auto Care) 


Ph.: 9810674413, Reliance Timeout-Ambience Mail; Guwahati : M.G. Solutions, Ph.: 0361 -2521710 / 2524308; Hyderabad : Rahul Enterprises Ph.: 040-24742102: Indore : Ekta Sales & 

- Marketing, Ph.: 0731 - 2447012: Jaipur : Puja Trading, Ph.: 0141-2291512: Kerala : Aurora Systems, Ph.: 0481 - 2572077; Kochi: Swiss Time House, Ph.: 0484 - 2354959 / 2371386, Kolkata. 
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